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FUEL MARKETS: UNSTABLE AT ANY PRICE? 


TUESDAY, APRIL 23, 2002 

House of Representatives, 

Subcommittee on Energy Policy, Natural 
Resources and Regulatory Affairs, 
Committee on Government Reform, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 2 p.m., in room 
2154, Rayburn House Office Building, Hon. Doug Ose (chairman of 
the subcommittee) presiding. 

Present: Representatives Ose, Shays, Tierney, Kucinich, and 
Waxman (ex officio). 

Staff present: Dan Skopec, staff director; Barbara Kahlow, dep¬ 
uty staff director; Jonathan Tolman, professional staff member; 
Yier Shi, press secretary; Allison Freeman, clerk; Elizabeth 
Mundinger and Alexandra Teitz, minority counsels; and Jean Gosa, 
minority assistant clerk. 

Mr. Ose. Good afternoon. I welcome you to today’s meeting of the 
Energy Policy, Natural Resources and Regulatory Affairs Sub¬ 
committee of the Government Reform Committee. 

We have two panels today of witnesses. The way we’re going to 
proceed is that I’m going to make an opening statement, any other 
Members who are here by the time I finish are going to be allowed 
to enter an opening statement, and, to the extent they arrive after 
I’m finished and they have opening statements, we will enter them 
into the record. Each of the committee members is allowed to do 
that. 

Each of the witnesses has submitted written testimony to the 
committee. We’ve reviewed that testimony on both panels of all 
witnesses. 

Each of the witnesses is going to be provided 5 minutes to sum¬ 
marize their testimony, and then we will go to questions. If there 
are no other Members here, we will just have question after ques¬ 
tion after question from me. If there are other Members, we will 
rotate back and forth, Democrat, Republican, Democrat, Repub¬ 
lican, etc. 

Today, we find ourselves in a unique set of circumstances. Across 
the way in the other body, we find the Senate considering the en¬ 
ergy bill, and I’m glad to see that the other body is coordinating 
its schedule with ours. 

Over the last several weeks, gasoline prices have risen more than 
25 cents per gallon; and that makes this an extremely timely issue. 
Recent years have seen dramatic price increases in gasoline during 
each spring as demand increases and refiners switch from winter 
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to summer formulations to meet environmental regulations. The 
double combination has typically led to general increases in prices 
nationwide as well as regional price spikes. 

Last June, this subcommittee held a similar hearing to today’s 
as gasoline prices soared and consumers in some areas of the coun¬ 
try were paying more than $2 a gallon for regular unleaded gaso¬ 
line. Although prices have yet to get that high this year, our gaso¬ 
line markets still face all the challenges that they did a year ago. 

To paraphrase a former President from my home State of Califor¬ 
nia, “Ladies and gentlemen, here we go again.” 

Recent unrest in the Middle East and labor protests in Ven¬ 
ezuela have increased uncertainty over the supply of crude oil. The 
cost of crude directly affects the cost of refined gasoline products. 
Imports account for 60 percent of our crude oil that we process. 
While the United States imports oil from a variety of countries, the 
bulk of the oil imports come from a small number of oil-exporting 
countries. Interestingly, both Venezuela and Iraq are among the 
top five oil exporters to the United States. 

However, it isn’t just the crude oil markets that are affecting the 
price of gasoline. Our own domestic refining industry is struggling 
to meet consumer demands as well as comply with an array of com¬ 
plex Federal and State regulatory requirements. An example of 
such complexity was reported in the Wall Street Journal on April 
4th of this year, when the main terminal for Phillips Petroleum in 
Phoenix literally ran out of the gas. It got so bad that several fill¬ 
ing stations in the Phoenix area also ran out of gas. 

One of the problems plaguing the refining industry in recent 
years has been the balkanization of the gasoline market. Twenty 
years ago, the Nation was essentially a single market for gasoline. 
Today, the Nation has been cut up, balkanized, if you will, into doz¬ 
ens of tiny boutique markets with their own specialized blends of 
gasoline, all done pursuant to Federal statute. As the Phoenix situ¬ 
ation shows, when there’s a supply problem, prices can go up— 
imagine that—or worse, areas can literally run out of gas. 

If these problems weren’t enough, future gasoline markets may 
become even less stable as refiners deal with the effects of phasing 
out the fuel additive MTBE and replacing it with ethanol. Under 
the Clean Air Act, refiners selling gasoline in areas with severe air 
pollution are required by legislative mandate to add oxygenated 
fuel additives to the gasoline. Currently, two additives, MTBE and 
ethanol, constitute nearly all of the oxygenates added to fuel. 

You’d think that those of us in Congress since 1990 would want 
to solve the problem that was created in the 1990 Clean Air Act. 
However, across the building in the other body today, the Senate 
is considering Senator Daschle’s energy bill, S. 517, which would 
only make the problem worse. Senator Daschle’s bill would ban the 
use of MTBE outright and replace it with a new national mandate 
requiring the use of 5 billion gallons of ethanol. 

Unfortunately, MTBE does have serious environmental side ef¬ 
fects, most notably the pollution of groundwater. We need to re¬ 
solve these environmental challenges with science, not mandates. 
If you actually examine the record and the facts, you’ll find most 
of the MTBE pollution stems from leaky storage tanks and leaky 
transmission lines. 
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The Federal Government should set the environmental goals that 
we want out of our automobiles, what is it that comes out of the 
tailpipe, to achieve the clean air, or the clean water, or clean soil 
that we desire and then allow science the flexibility to achieve 
these clean air goals or clean water goals as science finds accept¬ 
able, rather than by a legislative mandate. It’s the only way to get 
to the most cost-effective, scientifically sound solution. 

The Federal Government should literally not be in the business 
of micromanaging what goes into our gas tanks. Senator Daschle’s 
bill, unfortunately, will ensure that we face higher gasoline prices 
and less stable markets in the future. 

According to the independent Energy Information Administration 
[EIA], the provisions of the Senate energy bill banning MTBE and 
requiring a renewable fuel standard will increase the average cost 
of reformulated gasoline by between 9 and 10.5 cents per gallon. 
So everybody here, get ready. When you fill up, you’re going to be 
paying between 9 and 10.5 cents per gallon more due to Senator 
Daschle’s ethanol requirement than you are today. 

EIA estimates that the provisions will result in higher annual 
costs to consumers nationwide of $6.37 billion a year. That’s the 
low number, by the way, because there are other industry experts 
who predict the cost will be higher, approaching $8.4 billion a year. 
If either prediction is accurate—well, let’s say if either prediction 
is halfway accurate—it’s an expensive proposition. As the late Sen¬ 
ator Everett Dirksen put it, “A billion here, a billion there, and 
pretty soon you’re talking real money.” 

In short, unstable crude oil supply, tight refining capacity, a diz¬ 
zying array of Federal and State clean air requirements, and, 
frankly, counter-productive currently-being-considered Senate legis¬ 
lation all lead us to question whether or not our gasoline market 
is stable at any price. 

I want to welcome our witnesses today. I look forward to your 
testimony. I have, in fact, read it; that probably comes as a sur¬ 
prise, but I have read it. 

I want to welcome, on our first panel, the Acting Administrator 
for the Energy Information Administration, Ms. Mary Hutzler; and 
the Assistant Secretary for Policy and International Affairs at the 
Department of Energy, Ms. Vicky Bailey; and the General Counsel 
for the Federal Trade Commission, Mr. William Kovacic. 

Ladies, gentlemen, thank you for coming. We’re going to recog¬ 
nize Mr. Shays for the purpose of an opening statement. 

[The prepared statement of Hon. Doug Ose follows:] 
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Chairman Doug Ose 
Opening Statement 
Fuel Markets: Unstable At Any Price? 

April 23,2002 

In the last several weeks, gasoline prices have risen more than 25 cents per gallon. Recent years 
have seen dramatic price increases in gasoline during each spring as demand increases and 
refiners must switch from winter to summer formulations to meet environmental regulations. 

The double combination has typically led to general increases in prices nationwide as well as 
regional price spikes. 

Last June, this Subcommittee held a similar hearing as gasoline prices soared and consumers in 
some areas of the country were paying more than $2.00 a gallon for regular unleaded gasoline. 
Although prices have yet to get that high, our gasoline markets face all the challenges that they 
did a year ago. 

To paraphrase a former President from my home State of California, “Here we go again.” 

Recent unrest in the Middle East and labor protests in Venezuela have increased uncertainty over 
the supply of crude oil. The cost of crude oil directly affects the cost of refined gasoline 
products. Imports account for 60 percent of the crude oil processed. While the U.S. imports oil 
from a wide variety of countries, the bulk of the oil imports come from a small number of oil 
exporting countries. Both Venezuela and Iraq are among the top five oil exporters to the U.S. 

But it isn’t just the crude oil markets that are affecting the price of gasoline. Our own domestic 
refining industry is struggling to meet consumer demands as well as comply with an array of 
complex Federal and State regulatory requirements. An example of such complexity was 
reported in the Wall Street Journal on April 4, 2002, when the main terminal for Phillips 
Petroleum in Phoenix literally ran out of gas. It got so bad that several filling stations in the 
Phoenix area also ran completely out of fuel. 

One of the problems plaguing the refining industry in recent years has been the balkanization of 
the gasoline market. Twenty years ago, the nation was essentially one single market for 
gasoline. Today, the nation has been balkanized into dozens of tiny boutique markets with their 
own specialized blends of gasoline. As the Phoenix situation shows, when there is a supply 
problem, prices can go up, or worse areas can run out of gas. 

And if these problems weren’t enough, future gasoline markets may become even less stable as 
refiners deal with the effects of phasing out the fuel additive MTBE and replacing it with 
ethanol. Under the Clean Air Act, refiners selling gasoline in areas with severe air pollution are 
required to add oxygenated fuel additives to the gasoline. Currently, two additives — MTBE and 
ethanol — constitute nearly all the oxygenates added to fuel. 

You’d think that Congress would want to solve the problem that they created in the 1990 Clean 
Air Act. However, Senator Daschle’s energy bill (S. 517) would only make the problem worse. 
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Senator Daschle would ban the use of MTBE and replace it with a national mandate of 5 billion 
gallons of ethanol. 

Unfortunately, MTBE has serious environmental side effects, most notably the pollution of 
groundwater. We need to resolve these environmental challenges with science not mandates. 
The Federal government should set the environmental goals to achieve clean air and water and 
then allow science and industry the flexibility to achieve those clean air goals in the most cost- 
effective way. The Federal government should not be in the business of micro-managing what 
goes into our gas tanks. Senator Daschle’s bill will ensure that we face higher gasoline prices 
and less stable markets in the future. 

According to the independent Energy Information Administration (EIA), the provisions of the 
Senate energy bill banning MTBE and requiring a renewable fuels standard will increase the 
average cost of reformulated gasoline by 9.0 to 10.5 cents per gallon. EIA estimates that the 
provisions will result in higher annual costs to consumers of $6.37 billion a year. Other industry 
analysts predict the costs will be even higher, at $8.4 billion a year. If either prediction is 
accurate, it will be an expensive proposition. As the late Senator Everett Dirksen put it, “A 
billion here, a billion there and pretty soon you’re talking real money.” 

In short, unstable crude oil supply, tight refining capacity, a dizzying array of Federal and State 
clean air requirements and counter-productive Senate legislation all lead us to question whether 
or not our gasoline market is stable at any price. 

Today’s witnesses include: 

Vicky Bailey, Assistant Secretary for Policy and Internationa! Affairs, Department of Energy; 
Mary Hutlzer, Acting Administrator, Energy Information Administration; William Kovacic, 
General Counsel, Federal Trade Commission; David Montgomery, Vice President, Charles River 
Associates; Nicholas Economides, Director, Hart Downstream Energy Services; Gordon 
Rausser, Professor of Economics, University of California, Berkeley, and A. Blakeman Early, 
Environmental Consultant, American Lung Association. 
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Briefing Memoranmim for April 23,2002 Hearing, “Fuel Markets: Unstable at Any 
Price?” J 


On Thursday, April 23,2002, at 2:00 p.m., in Room 2154 Rayburn House Office Building, the 
Subcommittee on Energy Policy, Natural Resources and Regulatory Affairs will hold a hearing on 
gasoline prices and related issues. The hearing is entitled, “Fuel Markets: Unstable at Any Price?” 

In the last several weeks, gasoline prices have risen more than 25 cents per gallon. Recent years 
have seen dramatic price increases in gasoline during the spring as demand increases and refiners 
must switch from winter to summer formulations to meet environmental regulations. The double 
combination has typically lead to general increases in prices nationwide as well as regional price 
spikes. 

Last year, the Subcommittee held a hearing on gasoline prices on June 14,2001. At the time, 
nationwide prices had reached $1.71 per gallon with some areas of the country experiencing prices 
over $2.00 a gallon for regular unleaded gasoline. 

Crude Oil Markets 

Recent unrest in the Middle East and labor protests in Venezuela have increased uncertainty over 
the supply of crude oil. The cost of crude oil directly affects the cost of refined gasoline products. 
Imports account for 60 percent of the crude oil processed. While the U.S. imports oil from a wide 
variety of countries, the bulk of the oil imports come from a small number of oil exporting 
countries. Both Venezuela and Iraq are among the top five oil exporters to the U.S. (see chart at 
the end of this memo). 
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Market Volatility and the Growing Number of Gasoline Types 

Another factor that adds to the potential for volatility when inventories are low is the increase in the 
number of distinct types of gasoline. Today's gasoline market is comprised of many types of 
gasoline that serve different regional markets to meet varying Federal and State environmental 
requirements. 

While producing specialized products for only those areas with air quality problems is seen as an 
efficient means of cleaning the air, the increase in boutique fuels adds a level of complexity in 
production, distribution and storage of gasoline. An example of such complexity was reported in 
the Wall Street Journal on April 4,2002, when the main terminal for Phillips Petroleum in Phoenix 
literally ran out of gasoline. 

The result of this targeted approach to air quality has been to balkanize the gasoline market and to 
create gasoline market islands. The primary examples are California and the Chicago/Milwaukee 
areas, in which the required gasolines are unique, and only a limited number of refineries make the 
products. The inventories of gasoline used in these regions can be drawn down rapidly in response 
to unusually high demand or a supply problem at one of the few refineries producing the specialized 
products, or in one of the pipelines delivering the products. Prices for gasoline in these regions then 
surge. If other gasoline markets are not tight, the price surges may be limited to the specialized 
gasoline regions, as is often the case in California. 

Ethanol and MTBE 

In addition to balkanized markets, future gasoline markets may become even less stable as refiners 
deal with the effects of phasing out the fuel additive MTBE and replacing it with ethanol. Under 
the Clean Air Act, refiners selling gasoline in areas with severe air pollution are required to add 
oxygenated fuel additives to the gasoline. Currently, two additives — MTBE and ethanol — 
constitute nearly all the oxygenates added to fuel. MTBE consumption in the U.S. is nearly 
300,000 barrels per day. 

The Senate energy bill (S. 517) currently being debated would ban the use of MTBE and require an 
annual consumption of renewable fuels at 2 billion gallons a year accelerating to 5 billion gallons 
by 2012. 

According to the Energy Information Administration (EIA), the provisions of the Senate energy bill 
banning MTBE and requiring a renewable fuels standard will increase the average cost of 
reformulated gasoline by 9.0 to 10.5 cents per gallon. EIA estimates that the provisions will result 
in higher annual costs to consumers of $6.37 billion a year. 
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Invited Witnesses 


Vicky Bailey, Assistant Secretary for Policy and International Affairs, Department of Energy; Mary 
Hutlzer, Acting Administrator, Energy Information Administration; William Kovacic, General 
Counsel, Federal Trade Commission; David Montgomery, Vice President, Charles River 
Associates; Nicholas Economides, Director, Hart Downstream Energy Services; and Gordon 
Rausser, Professor of Economics, University of California, Berkeley. 


US Crude Oil Imports 2001 



Source: Energy Information Administration, 'Year to Date Imports of Crude Oil and Petroleum 
Products Into the United States by Country of Origin, January -January 2002.” 
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Mr. Shays. No opening statement, Mr. Chairman, but just really 
delighted you are having this hearing. It’s very important. De¬ 
lighted that you have the witnesses you have, and I’m happy to be 
here. Thank you. 

Mr. Ose. We welcome the gentleman. 

As is the custom with this committee, we swear our witnesses in. 
We’ll do it on the second panel, too, so you’re not getting special 
treatment here. If you’d all rise and raise your right hands. 

[Witnesses sworn.] 

Mr. Ose. Let the record show that the witnesses answered in the 
affirmative. 

Ms. Hutzler, we’re going to recognize you first for a period of 5 
minutes to summarize your testimony. You’re on. 

STATEMENTS OF MARY HUTZLER, ACTING ADMINISTRATOR, 

ENERGY INFORMATION ADMINISTRATION; VICKY BAILEY, 

ASSISTANT SECRETARY FOR POLICY AND INTERNATIONAL 

AFFAIRS, DEPARTMENT OF ENERGY; AND WILLIAM 

KOVACIC, GENERAL COUNSEL, FEDERAL TRADE COMMIS¬ 
SION 

Ms. Hutzler. Mr. Chairman, I appreciate the opportunity to ap¬ 
pear before you today to discuss the current situation in and the 
outlook for U.S. gasoline markets. 

The gasoline outlook depends on assumptions about certain key 
factors, including worldwide economic growth, the extent of OPEC 
supply restriction and non-OPEC supply response and the implica¬ 
tions of these factors for world oil balances and crude oil prices. 

Economic growth in the United States, while improving, is ex¬ 
pected to be relatively modest this year, up a projected 1.6 percent, 
with more robust overall growth likely in 2003. 

Oil demand growth in the United States is expected to be mini¬ 
mal this year, while global demand is expected to begin recovering, 
rising 600,000 barrels per day. This level of demand, coupled with 
the cutbacks in production initiated by OPEC, which between De¬ 
cember 2000, and today have amounted to approximately 4 million 
barrels per day, is expected to move industrialized country oil 
stocks toward the lower end of the average range later this year, 
as shown in this chart. This change in oil stocks is expected to re¬ 
sult in rising crude oil prices in 2002 and into 2003. 

World oil prices rose on average by about $4 per barrel in March 
from February levels, as the benchmark West Texas intermediate 
crude oil price rose to an average of $24.50 per barrel. West Texas 
intermediate prices are projected to rise to the high 20’s per barrel 
by the end of 2002, even assuming that production from OPEC will 
increase from current levels. Uncertainty about overall world oil 
market conditions, rising tensions in the Middle East and political 
turmoil in Venezuela pushed prices to levels above $27 per barrel 
briefly in early April. 

However, if OPEC does not increase production during the sec¬ 
ond half of this year, world oil markets could witness a repeat of 
2000 when prices rose sharply during the second half of the year 
before large production increases eased price pressures. 

For the upcoming summer season, rising average crude oil costs 
are expected to yield above-average seasonal gasoline price in- 
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creases at the pump. However, pump prices are expected to range 
below last year’s averages, assuming no unanticipated disruptions. 
Inventories are at higher levels than last year in April, providing 
a cushion against early season price spikes. 

Regular grade retail gasoline prices are expected to average 
$1.46 per gallon, 5 percent lower than last summer’s average of 
$1.54 per gallon. However, based on the aggregate uncertainties in¬ 
volved in forecasting the world crude oil market and the domestic 
refining distribution system, prices could average 11 to 13 cents 
per gallon higher or lower than the baseline forecast during the up¬ 
coming driving season. 

The projected average summer gasoline price, when adjusted for 
inflation, is well below the record reached during the summer of 
1980, about $2.65 per gallon in 2001 dollars. Gasoline demand is 
projected to average 8.88 million barrels per day, a new record, up 
140,000 barrels per day or 1.6 percent from last summer. The 
growth comes amid the gradual acceleration of the U.S. economy 
out of the 2001 economic slowdown. This summer’s expected 
growth rate is almost double last year’s rate of 0.9 percent. 

Motor gasoline stocks were about 17 million barrels above last 
year at the end of March. All Petroleum Administration for Defense 
Districts had higher levels of stocks than last year, and only the 
Midwest was slightly lower than the historical average as of the 
end of March. 

Total domestic gasoline output is projected to average 8.29 mil¬ 
lion barrels per day during the summer months, about 115,000 bar¬ 
rels per day above last summer. Higher U.S. output and the great¬ 
er availability of product in storage at the outset of the season are 
expected to displace net imports of gasoline. Net imports are pro¬ 
jected to be 560,000 barrels per day, down 100,000 barrels per day 
from those of last summer. 

It is important to note that we have always experienced spring 
gasoline price run-ups. However, they now are appearing more fre¬ 
quently, with larger increases and in a compressed period of time. 

Part of the reason for the increased volatility can be traced to de¬ 
clining stock levels. Over the last 10 years, there has been a clear 
downward trend in the level of gasoline inventories. This trend is 
exacerbated when it is compared to demand levels that have been 
increasing. Thus, U.S. gasoline inventory levels cover far fewer 
days of consumption than they did 10 years ago. With lower inven¬ 
tory levels, there’s a reduced ability to quickly increase supply 
when demand increases unexpectedly or when supplies are im¬ 
pacted either by distribution problems or decreased refinery pro¬ 
duction. 

Spring price run-ups have also occurred following winters with 
tight distillate fuel markets resulting in refiners maximizing dis¬ 
tillate fuel production at the expense of gasoline. Also, refiners 
typically increase their refinery throughput in the spring as they 
increase gasoline production and buildup inventories, resulting in 
increased demand for crude oil, which leads to pressure on crude 
oil markets. At times this has coincided with decreases in crude oil 
production, leading to sharp crude oil price increases that eventu¬ 
ally lead to higher gasoline prices. 
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Mr. Ose. Ms. Hutzler, you’ve used your 5 minutes. I would ap¬ 
preciate your summary. I’m going to give you 30 seconds to sum¬ 
marize. 

Ms. Hutzler. I wanted to mention that there were two more fac¬ 
tors in price run-ups. One is the transition from winter grade to 
summer grade gasoline. The other is the impact that crude oil 
prices have on gasoline prices. They represent about 40 percent of 
the gasoline price, and, therefore, they’re also a factor. 

I thank you. 

Mr. Ose. I appreciate it. Thank you, Ms. Hutzler. 

[The prepared statement of Ms. Hutzler follows:] 
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Mr. Chairman and Members of the Subcommittee : 

I appreciate the opportunity to appear before you today to discuss the current situation in and 
outlook for U.S. gasoline markets. 

The Energy Information Administration (EIA) is the statutorily chartered autonomous statistical 
and analytical agency within the Department of Energy. We are charged with providing objective, 
timely, and relevant data, analysis, and projections for the use of the Department of Energy, other 
Government agencies, the U.S. Congress, and the public. We do not take positions on policy 
issues, but we do produce data and analysis reports that are meant to help policymakers determine 
energy policy. Because we have an element of statutory independence with respect to the analyses 
that we publish, our views are strictly those of EIA. We do not speak for the Department, or for 
any particular point of view with respect to energy policy, and our views should not be construed 
as representing those of the Department or the Administration. EIA's baseline projections on 
energy trends are widely used by Government agencies, the private sector, and academia for their 
own energy analyses. 

The Subcommittee has requested information about the current situation and outlook for the 
supply, demand, and prices of petroleum fuels, particularly gasoline, in the United States. 
Additionally, the Subcommittee has asked that I specifically discuss the implications for petroleum 
markets of the current unrest in the Middle East, political turmoil in Venezuela, and proposals to 
ban MTBE as a gasoline additive. 


Short-Term Outlook 

Overview 

The gasoline outlook for this Summer (and for next year as well) depends on assumptions about 
certain key factors including economic growth in the United States (and around the world), the 
extent of OPEC supply restriction and non-OPEC supply response, and the implications of these 
factors for world oil balances and crude oil prices. 

Economic growth in the United States, while improving now, is expected to be relatively modest 
this year, with more robust overall growth likely in 2003 (Figure 1). U.S. real GDP is expected to 
be up about 1.6 percent this year after posting a 1.2-percent rise in 2001. In recent weeks, 
economic analysts’ expectations for domestic growth this year have become increasingly 
optimistic and GDP growth projections for 2002 have been revised upward. Despite the sense of 
increasing optimism about growth, it should be kept in mind that, in contrast to real GDP, 
indicators of industrial output showed a significant decline in 2001, particularly in the second half 
of the year. Improvement now in industrial output may not actually yield year-over-year 
improvements in activity levels until well into the second half of2002. Thus, it is possible to have 
no overall gain in industrial output in 2002 compared to 2001. EIA, in fact, projects a slight 
decline (on an annual basis) for industrial output this year because of the weakness in the first half 
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of 2002. Thus, the prospects for overall growth in energy demand (including petroleum) in the 
United States in 2002 are not strong. Growth prospects for U.S. gasoline markets are somewhat 
different from those for overall petroleum (discussed below). The situation toward the end of 
2002 is likely to be one of accelerating growth, and the annual picture for growth in 2003 is quite 
robust. 
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While oil demand growth in the United States is expected to be about flat this year, demand 
worldwide is expected to begin recovering from stagnation (no growth) seen in 2001 (Figure 2). 
This development, in conjunction with cutbacks in production initiated by OPEC (excluding Iraq), 
which between December 2000 and today has amounted to approximately 4 million barrels per 
day (about 15 percent of OPEC ’s fourth quarter 2000 production level), is expected to move 
industrialized country oil stocks toward the lower end of the average range later this year (Figure 
3). 


OECD Commercial Stocks 
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General support for relatively high and rising crude oil prices in 2002 and into 2003 is consistent 
with such a change in oil stocks. World oil prices rose on average by about $4 per barrel in 
March from February levels, as the U.S. benchmark West Texas Intermediate (WTI) crude oil 
price rose to an average of $24.50 per barrel (Figure 4). 


The OPEC basket price rose to an average of $23 per barrel, thus exceeding $22 per barrel - the 
lower end of OPEC's suspended price band - on March 8 for the first time since September, In 
part, prices rose because markets focused on the uncertain situation in Iraq and the Middle East. 
World oil prices are expected to rise in 2002, as inventories in the Organization for Economic 
Cooperation and Development (OECD) countries draw down as a result of supply cuts taking 
place following the enactment of the January 2002 quota. WTI prices are projected to rise to the 
high $20's per barrel by the end of2002, assuming that production from the OPEC 10 (the OPEC 
countries minus Iraq) will increase from current levels as expected. Uncertainty about overaii 
world oil market conditions and rising tensions in the Middle East have pushed prices to levels 
above $27 per barrel for WTI. Furthermore, the current political turmoil in Venezuela has 
increased the volatility in the world oil market. Venezuela is not only a member of OPEC, but is 
also one of the leading exporters of petroleum to the United States. 

However, if the OPEC 10 do not increase production, world oil markets could witness a repeat of 
2000, when prices rose sharply during the second half of the year before large production 
increases eased price pressures. The OPEC 10 succeeded in reducing their oil production by an 
estimated 1.3 million barrels per day in January-February. Efforts to improve compliance leveled 
off in March, leaving the OPEC 10 producing at least 700,000 barrels per day above quota levels. 
If past history is a guide, OPEC compliance should decline over the next few months. Even so, 
prices should continue to increase despite this overproduction above quota levels. OPEC quotas 
have been set at low levels, resulting from repeated OPEC 10 quota cuts totaling over 5 million 
barrels per day over the past year. As a result, OPEC is now in a situation where world oil 
markets could tighten and oil prices rise even in the event of little or no demand growth and large 
increases in non-OPEC production. OPEC Secretary General Rodriguez has stated that he 
doesn't see OPEC raising output this year. However, this scenario is highly unlikely given past 
experience with OPEC quota compliance. Furthermore, EIA's global oil demand projections for 
2002 suggest that world oil demand will continue to grow in 2002 as world economies begin to 
recover. EIA’s current Outlook estimates world oil demand growth of 540,000 barrels per day 
this year. With the expected recovery of the economies in 2003, particularly in the United States, 
where GDP growth is projected to reach 3.8 percent annually, world oil demand could increase by 
1.3 million barrels per day, with more than half of this coming from the U.S. 


Gasoline Markets 

For the upcoming Summer season (April to September 2002), rising average crude oil costs are 
expected to yield above-average seasonal gasoline price increases at the pump. However, year- 
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over-year comparisons for pump prices are still likely to be lower this Summer. Inventories are at 
higher levels than last year in April, so some cushion against early-season price spikes is in place 
and price levels are expected to range below last year’s averages, assuming no unanticipated 
disruptions. Still, OPEC production restraint and tightening world oil markets now probably 
mark the end of the brief respite (since last fall) from two years of relatively high gasoline prices. 


Retail gasoline prices (regular grade) are expected to average $1.46 per gallon, 5 percent lower 
than last Summer’s average of $1.54 per gallon (Figure 5). Based on the aggregate uncertainties 
involved in forecasting the world crude oil market and the domestic refining/distribution system, a 
95 percent confidence range extends an average of 11 cents, and as much as 13 cents per gallon, 
to either side of the baseline forecast during the upcoming driving season. The projected 
(baseline) average Summer gasoline price, when adjusted for inflation, is well below the record 
reached during the Summer of 1980 (about $2.65 per gallon in year 2001 dollars). Although we 
expect oil markets to tighten up generally over the course of the next year, there remains a high 
probability that real gasoline prices will be lower than levels seen last Summer. 


1 — Taxes KHB Crude MarginBase - - - +2 Sfrd. Err - - - -2 Sid. Erf | 



Figure 5. 


summer Retail Motor Gasoline Price Cases* (Base 
Case and 95% Confidence Range) 


* Regular ttascSne, a-tt-ser* cash. 

Source; EIA; Summer 2002 Motor Gasoline Outlook. 



Gasoline demand is projected to average 8.88 million barrels per day, a new record, up 140,000 
barrels per day, or 1.6 percent, from last Summer (Figure 6). The growth comes amid the gradual 
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acceleration of the U.S. economy out of the 2001 economic slowdown. This Summer’s expected 
growth rate is almost double last year’s rate of 0.9 percent. 



Motor gasoline stocks are about 17 million barrels above last year as of the end of March (Figure 
7). All Petroleum Administration for Defense Districts (PADDs) have higher levels of stocks than 
last year, and only the Midwest is slightly lower than its 4-year historical average (Figure 8). 
Inventory changes will substitute for much of the new domestic supply requirements this Summer, 
with some of the substitution appearing in the form of reduced imports. 


Figure 7. 

U.S. Total Motor Gasoline Stocks 



Monthly 


Sources:History: EIA; Projections: Short-Term Energy Outlook. April 2002, 


< 9'9 
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Figure8 . U.S. Regional Gasoline Stocks 

(As of March 31, 2Q02) 

70.0 t------ 


| 

B 



Total domestic output (refinery and field production less volumes associated with net imports of 
and stock changes in gasoline blending components) is projected to average 8.29 million barrels 
per day during the Summer months, about 115,000 barrels per day (1.3 percent) above last 
Summer (Figure 9). Higher U.S. output and the greater availability of product in storage at the 
outset of the season are expected to displace net imports of gasoline. These net imports are 
projected to be 560,000 barrels per day (including blending components), down 100,000 barrels 
per day from those of last Summer. 
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Why Do Gasoline Prices Always Seem To Rise in the Spring? 

Between February 11 and April 8 of this year, gasoline prices rose by more than 30 cents per 
gallon, the second largest consecutive weekly increase since at least August 1990, when EIA 
began a weekly gasoline price survey. The largest such increase occurred last Spring and the third 
largest increase occurred in the Spring two years ago. Why do prices seem to rise the most in the 
Spring? 

First, it is important to note that we have always experienced Spring gasoline price run-ups. As 
Figure 10 and Table 1 show, we have seen at least one significant price run-up each year. The 
difference is that they now are appearing more frequently, with larger increases, and in a 
compressed period of time. 
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Table 1. Significant Price Increases in U.S. Retail Gasoline Prices 


Year 

Dates 

Length 

Price Range (c/g) 

Total Increase (c/g) 

1992 

March 30 - June 22 

12 weeks 

101.3-115.3 

14.0 

1993 

March 1 - May 31 

13 weeks 

104.2-110.7 

6.5 

1994 

March 14- August 22 

23 weeks 

100.5-116.5 

16.0 

1995 

March 20-May 29 

10 weeks 

106.8-119.9 

13.1 

1996 

February 12 - May 20 

14 weeks 

108.0-128.5 

20.5 

1997 

July 28 - August 25 

4 weeks 

117.0-124.4 

7.4 

1998 

March 23 - June 8 

11 weeks 

100.0-107.5 

7.5 

1999 

February 22 - April 12 

7 weeks 

90.7-114.0 

23.3 

June 14 - September 20 

14 weeks 

110.8-126.8 

16.0 

2000 

January 10 - March 20 

10 weeks 

126.4-152.9 

26.5 

May 1 - June 19 

7 weeks 

142.0-168.1 

26.1 

2001 

March 26-May 14 

7 weeks 

140.4-171.3 

30.9 

August 6 - September 3 

4 weeks 

137.6-154.5 

16.9 

2002 

February 11 - April 8 

8 weeks 

110.7-141.3 

30.6 


Part of the reason for the increased volatility can be traced to declining stock levels. Figure 11 
shows monthly gasoline inventory levels for both finished gasoline and total gasoline (including 
gasoline blending components). Over the last 10 years tbere has been a clear downward trend in 
the level of gasoline inventories. This trend is exacerbated when it is compared to demand levels, 
which have been increasing. Thus, U.S. gasoline inventory levels cover far fewer days of 
consumption than they did 10 years ago. With lower inventory levels, there is a reduced ability to 
quickly increase supply when demand increases unexpectedly or supplies are impacted either by 
distribution problems (i.e., refineries or pipelines) or decreased refinery production. 


However, crude oil prices also impact gasoline prices. Between January' 2000 and February 2002, 
crude oil prices accounted for between 35 and 50 percent of the retail price of regular gasoline. 
This represents the largest portion of retail gasoline prices. A combination of State and federal 
gasoline taxes have represented anywhere from 25 to 29 percent of the retail price of gasoline. 
What is commonly referred to as the refinery margin (the difference between the spot price of 
gasoline and the cost of crude oil) can vary substantially depending on the crude oil and gasoline 
markets at the time, and has ranged between 8 and 32 percent of the retail price of gasoline over 
the last couple of years. The final component of the retail price, which EIA refers to as the 
distribution and marketing margin (calculated as the difference between the retail price and the 
sum of the other components), also has varied greatly, ranging between 5 and 24 percent of the 
retail price of gasoline. But the crude oil component has always been the largest component in 
each month over the past 2 years. Therefore, factors that affect the crude oil market, which can 
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range from fundamental shifts in global supply to fears of impending problems around the globe, 
also impact gasoline prices. Because analyzing crude oil markets is so important in analyzing U. S. 
gasoline prices, I will discuss the current situation in the Middle East and Venezuela later in this 
testimony. 


U.S. Gasoline Inventory Levels 



U.S. Energy Information Administration eia 


Some of the Spring run-ups occurred following a Winter in which the distillate fuel market was 
tight. As a result, refiners maximized distillate fuel production at the expense of gasoline, thus 
reducing the Winter build in gasoline stocks and starting the season with lower inventories than 
would otherwise have occurred. Another reason is that refiners typically increase their refinery 
throughput in the Spring as they increase gasoline production and build up inventories for the 
other fuels so that supply is there when needed. Thus this increased demand for crude oil to be 
used in refineries leads to some pressure on crude oil markets and at times has coincided with 
decreases in crude oil production, thus leading to sharp crude oil price increases that eventually 
lead to higher gasoline prices. And recently, we have seen that the transition from Winter grade 
to Summer grade gasoline has also encouraged refiners to deplete inventories at the end of Winter 
in order to make room for Summer gasoline, thus reducing inventories in the Spring. 


Gasoline Price Increases in 2000 

Gasoline prices rose over 26 cents per gallon in each of two different periods in 2000. The first 
began in the Winter and went into the first part of Spring. Part of this was a result of very low 
inventories at the end of 1999, especially for distillate fuel. When a cold weather snap occurred in 
the Northeast portion of the United States (where the bulk of heating oil is used) towards the end 
of January, refiners began to produce more distillate, thus reducing gasoline production. The 
heating oil price pressure also helped put pressure on crude oil as refiners began to scramble for 
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more crude oil in order to maximize distillate fuel production, since heating oil prices were 
producing healthy margins for them. From early January 2000 to mid-March 2000, WTI prices 
increased from $25 per barrel to $32 per barrel. This $7 per barrel increase, if passed on fully at 
the pump, would represent an increase in gasoline prices of about 20 cents per gallon, 
representing the vast majority of the 26.5 cents per gallon increase seen over this period. 


The second increase, which occurred during the late Spring and early Summer (May 1 to June 19) 
centered more on problems in the distribution chain in the Midwest as this was the first Summer in 
which Phase II reformulated gasoline (RFG) was introduced. States in which ethanol was used to 
make RFG had more difficulty in meeting the new specification. Problems with a key pipeline 
flowing from the Gulf Coast into the Midwest, and a smaller pipeline in Michigan, exacerbated the 
problem. But even here, crude oil prices increased substantially over this period, partly due to the 
problems in the U.S. gasoline market. WTI increased from $26 per barrel in early May to nearly 
$33 per barrel by mid-June, another $7 per barrel increase that translates to about 20 cents per 
gallon at the pump. 


Gasoline Price Increases in 2001 

Similar to 1999 and 2000, there were two gasoline price run-ups in 2001, the first occurring in the 
Spring while the second occurred sometime later (the end of Summer in 2001). However, unlike 
in 2000, the price run-up in the Spring of2001 could not be attributed to crude oil prices, as WTI 
only increased by about $1 to $2 per barrel over this time period. This increase, totaling 30.9 
cents per gallon from March 26 to May 14, is the largest consecutive increase EIA has seen since 
the inception of our weekly survey, and can largely be attributed to low gasoline inventories at the 
beginning of the gasoline season, which were the lowest they have been since 1957. In 2001, we 
saw what can happen when low inventories combine with regional capacity limitations and unique 
gasoline requirements. First, in the Midwest, the shutdown of the Blue Island refinery in Illinois 
created a level of concern about RFG supplies in Chicago and Milwaukee. The closure also 
created the need for greater volumes to move from the Gulf Coast to the Midwest. Economic 
incentives to build inventories were further eroded as Gulf Coast prices surged in response to 
strong demand not only from the Midwest and West Coast, but also from the East Coast, where 
refineries underwent extended maintenance. During April, with little inventory cushion in place, 
the transition from Winter to Summer grade reformulated gasoline in the Midwest required 
running tanks down to very low levels, further undercutting stock levels. Just as tanks were 
beginning to refill, Tosco’s Wood River, Illinois refineiy had a fire that reduced its ability to 
produce both conventional and reformulated gasolines for a period of 2 to 3 weeks. While East 
Coast prices did not surge as much as the Midwest, the East Coast endured extended refinery 
maintenance in early Spring. In addition, several foreign refineries that are key suppliers of 
reformulated gasoline to the East Coast had extended outages. There were also pressures in 
California, which frequently sees price surges due to its tight supply/demand balance, the unique 
nature of its gasoline, and its long distance from other supply sources. The Spring of 2001 was no 
exception. 
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The second price increase in 2001, while much shorter and of lower magnitude than the first, was 
partly a result of the first increase. Gasoline prices rose so high (without a corresponding increase 
in crude oil prices) that refinery margins on making gasoline were historically high. This led to a 
lot of increased supply flooding into the U.S. gasoline market during the Summer of2001, and 
after peaking at $1.71 per gallon on May 14, gasoline prices fell even below where they started 
the first price run-up, at just under $1.38 per gallon as of August 6. Meanwhile crude oil prices 
remained relatively stable, such that refinery margins plunged over this period. As such, gasoline 
production was curtailed and refiners switched to making more distillate iite! in preparation for 
the upcoming Winter season, thinking that enough gasoline supply existed in the system to get 
through the end of the Summer season. However, gasoline demand remained strong through 
August, and inventories were drawn down significantly to meet this demand, which put pressure 
on gasoline prices again. This led to a short-term increase that lasted only four weeks. 

The Gasoline Price Rise of2002 

The price rise this Spring, once again, appears to be more attributed to the crude oil market than 
the gasoline market. Between mid-February and early April, WTI prices rose by $7 per barrel, 
explaining about 20 cents per gallon of the more than 30 cents per gallon rise seen so far. The 
additional price rise can mostly be attributed to normal seasonal increases. Of course, a large part 
of the crude oil price increase reflects a tightening of crude oil markets as decreases in global 
supply, specifically from OPEC, have more than compensated for any decrease in demand related 
to the global economy and impacts from September 11. Needless to say, this year’s increases 
relate mostly to the crude oil market. While global supply/demand fundamentals, as described 
earlier, explain much of the recent rise in crude oil prices, events in the Middle East and in 
Venezuela have added upward pressure, and could continue to be significant factors through this 
Summer and beyond. 


Oil Supply Disruptions in Venezuela and the Middle East 


Venezuela 

Venezuela, OPEC's only member located in the Western Hemisphere, has ranked consistently in 
the last several years as one of the four top sources of U.S. oil imports (along with Canada, 
Mexico, and Saudi Arabia). Venezuelan exports to the U.S. peaked in 1997 at about 1.8 million 
barrels per day. While total U.S. petroleum imports have risen by about 1.5 million barrels per day 
since 1997, imports from Venezuela have decreased by about 235,000 barrels per day. In 1997, 
Venezuelan imports accounted for over 17% of total U.S. imports, whereas they accounted for 
about 13% of that total in 2001. Recent events in Venezuela have temporarily disrupted exports; 
however, since Friday, April 12, they appeared to be returning to a normal pace. 



On April 8,2002, Iraq announced that it would halt its oil exports for 30 days or until Israel 
withdrew from Palestinian territories. To date, no other countries have joined in Iraq’s embargo 
action, although Libya and Iran have expressed some sympathy. In fact, some major producers 
have been quoted as saying that they will make up any shortfall from Iraq, or at least that they will 
maintain adequate world oil supplies. On the other hand, Iran, with current net oil exports of 
around 2.2 million bbl/d, and Libya, with net oil exports of around 1.1 million bbl/d, have said that 
they would join an export cut if other OPEC members also agreed to take part. 

In 2001, Iraq was a net oil exporter of around 1.9-2.0 million batrels per day (bbl/d) (Figure 12). 
Recently, Iraqi exports have been lower - around 1.7 million bbl/d. This number includes Iraq's 
exports through the LIN “Oil-for-Food" program via the Turkish port of Ceyhan and the Iraqi port 
of Mina al-Bakr, plus exports to Jordan permitted by the United Nations. In addition, there have 
been periodic reports that Iraq has smuggled up to 450,000 bbl/d of crude oil and products, worth 
an estimated $3 billion (or more) per year, via a number of routes. These earnings are outside the 
UN "Oil-for-Food" program. 



source: EIA;UN Office 
of the Iraq Programme 
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According to industry and press sources, Iraqi export routes outside the UN program include: 1) 
to Turkey (as high as 100,000-150,000 bbl/d, mainly of fiiel oil) by truck through the Habur 
border point (reportedly, this smuggling was stopped from September 18,2001 through January 
7,2002); 2) to Jordan (possibly 10,000-30,000 bbl/d above domestic needs) by truck; 3) to Syria 
(150,000-200,000 bbl/d or mote), mainly via the Kirkuk-Banias pipeline; 4) to Iran along the Gulf 
coast and via Qais Island; and 5) to Dubai with the use of small tankers sailing from Umm Qasr. 
Press reports also have estimated that these shipments may be providing Iraq with as much as 
$600 million-$2 billion per year in additional revenues, above and beyond the earnings through the 
UN "Oil-fbr-Food" program. 

The United States is Iraq's largest customer, importing about 778,000 bbl/d of Iraqi oil in 2001, 
and about 988,000 bbl/d in January 2002. Imports from Iraq accounted for an average 8 percent 
of total U.S. oil imports in 2001. In 2001, Iraq was the sixth-largest source of U.S. crude oil 
imports, behind Saudi Arabia, Mexico, Canada, Venezuela, and Nigeria. 

The loss of Iraqi oil exports can be made up by spare oil production capacity in other OPEC and 
non-OPEC countries. Excluding Iraq, OPEC currently has about 6.3-6.8 million bbl/d in spare oil 
production capacity (Figure 13). Of this, Saudi Arabia has around 2.8-3.3 million bbl/d, which 
represents between 44 and 49 percent of the OPEC total. So, the loss of Iraqi oil exports could 
be compensated for fairly easily by surplus capacity in Saudi Arabia and other OPEC countries. 
OPEC countries have provided the excess crude oil needed during previous Iraq oil export 
stoppages. 





















27 


15 


Figure 14. Middle East as a Percent of 

World Energy Indicators (2001) 



OR Reserves Excess Oil Natural Gas Oil Production Oil Production 

Production Reserves Capacity 

Capacity 


The Middle East (including North Africa) accounts for approximately 71 percent of world oil 
reserves, 41 percent of world natural gas reserves, 39 percent of the world oil production 
capacity, 34 percent of world total oil production, and about 92 percent of the world's excess oil 
production capacity (Figure 14). As of early 2002, world excess oil production capacity was over 
7 million bbl/d. This capacity can be brought online in a supply disruption, as long as those 
countries are not affected by the disruption. 

In 2001, Middle Eastern countries had net oil exports of around 20.8 million bbl/d. Of this total, 
Saudi Arabia accounted for 7.4 million bbl/d, or 36 percent; Iran for 2.6 million bbl/d, or 12 
percent; Iraq for 2.0 million bbl/d, or 9 percent; and Libya for 1.2 million bbl/d, or 6 percent 
(Table 2, Figure 15). Other significant Middle East net oil exporters in 2001 included the United 
Arab Emirates, with about 2.1 million bbVd; Kuwait (1.9 million bbl/d); and Aigeria(1.2 million 
bbl/d). 
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Table 2. Top World Oil Net Exporters, 2001* 
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1) Saudi Arabia 
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United Arab Emirates 


7) Nigeria 


8) Iraq 
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Algeria 


*Table includes all countries with net exports exceeding 1 million barrels per day m 2001 , 
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U.S. gross oil imports from the Middle East during 2001 were around 3 million bbl/d (of which 
2.7 million bbl/d was from the Persian Gulf). The vast majority of Middle Eastern oil imported by 
the United States came from Saudi Arabia (about 1.7 million bbl/d), with significant amounts also 
coming from Iraq (778,000 bbl/d), Algeria (275,000 bbl/d) and Kuwait (243,000 bbl/d) (Table 3), 
The United States imported about 100,000 bbl/d from the United Arab Emirates, Yemen, Oman, 
Qatar, Tunisia, Egypt, and Syria in 2001, and none from Libya. 

In 2001, the United States imported more oil on a daily basis from the Persian Gulf (not the 
Middle East as a whole) than in any previous year. The Persian Gulf accounted for 24 percent of 
U.S. net oil imports, and 14 percent of US. oil demand, in 2001. 


Table 3. Major Sources of U.S. Petroleum Imports, 2001* 

(all volumes in million barrels per day) 


Total Oil Imports 

Crude Oil Imports 

Petroleum Product 

Imports 

Canada 

1.79 

1.32 

0.47 

Saudi Arabia 

1.66 

1.61 

0.05 

Venezuela 

1.54 

1.28 

0.26 

Mexico 

1.42 

1.38 

0.04 

Nigeria 

0.86 

0.81 

0.04 

Iraq 

0.78 

0.78 

0.00 

,63 IB 

0.33 

0.27 

0.06 

Angola 

0.32 

0.31 

0.07 

United Kingdom 

... .. 

0.31 

0.23 

.... „• 

0.08 

Total Imports 

11.62 

9.15 

2.47 


Table includes all countries from which the U.S. imported more than 300,000 barrels per 
day in 2001 


Since 1973, sources of U.S. oil imports have fluctuated greatly. The Persian Gulf, for instance, 
supplied around 14 percent of U.S. oil imports in 1973 (Figure 16). This increased to 28 percent 
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in 1977, but then declined rapidly following the Iranian revolution in late 1978. By 1985, U.S. oil 
imports from the Persian Gulf had declined to 6 percent of total U.S. oil imports. After 1985, a 
year which saw oil prices collapse, Persian Gulf oil imports rebounded sharply, reaching 25 
percent in 1990, the year of the Iraqi invasion of Kuwait. The Persian Gulf share then fell once 
again, to 17 percent in 1996 and 1997, before rising once again, reaching 24 percent in 2001. 

U.S. oil imports from the Middle East outside the Persian Gulf come mainly from Algeria. Until 
1981, the United States also received significant volumes of oil from Libya. Since 1983, the 
United States has received no oil imports from Libya. 


Figure 16. u.S. Gross Oil Imports by Source. 1973-2001 



In general, U.S. oil import reliance on the Western Hemisphere -- Canada, Mexico, Venezuela, 
and others — followed a pattern during the 1970s and 1980s that was essentially the mirror image 
of the Persian Gulf oil import share. Since the early 1990s, U.S. oil imports from the Western 
Hemisphere have been relatively stable, hovering around 50-55 percent for nearly a decade. 

Western Europe (defined as European countries belonging to the Organization for Economic 
Cooperation and Development — OECD) averaged 2.8 million bbi/d of net oil imports from the 
Persian Gulf during the first 9 months of2001. Western Europe also imports heavily from North 
Africa — Algeria, Libya, and Tunisia. Japan averaged 4.1 million bbl/d of net oil imports from the 
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Persian Gulf during the first 9 months of2001, Japan relied on oil imports from the Persian Gulf 
to meet about 76 percent of its total oil demand in 2001. 


Renewable Fuel Standard and an MTBE Ban 

Finally, returning to domestic gasoline markets, I would like to discuss the potential impact of 
two proposed Federal legislative initiatives: a minimum renewable fuel standard (RFS), and a ban 
on the use of methyl tertiary butyl ether (MTBE) in gasoline. 


Certain assumptions and limitations of this analysis need to be understood, before I present the 
results: 

• This is an annual analysis that does not look separately at the difficulty of making low 
vapor pressure summer reformulated gasolines in the absence of MTBE, or with ethanol. 

• An adequate supply of ethanol is assumed to be available to meet either market or RFS 
demands and ethanol prices are not affected by possible tight or limited supplies. 

• The continued availability of imported gasolines, included reformulated gasoline, is 
assumed even with the MTBE ban. 

• Credit trading and banking was not included in this analysis. 

• The new EPA MSAT requirements are not directly captured in this analysis and, 
therefore, their impact on regional supply is not known. 


E1A has provided two analysis reports on the impact of the renewable fuels standard (RFS) and 
methyl tertiary butyl ether (MTBE) provisions of the energy bill. The first analysis looked at 
provisions of Senate bill S. 1766, an older version of the energy bill, and was done at the request 
of Sen. Frank Murkowski, the Ranking Minority Member of the Senate Committee on Energy and 
Natural Resources. A second, more recdnt analysis looked at provisions of the current bill S. 

517, and was done at the joint request of Senators Daschle and Murkowski. Both bills require a 
10 year ramp-up in the amount of renewable fuels included in gasoline, reaching 5 billion gallons 
per year in 2012, and the elimination of the oxygen requirement on reformulated gasoline (RFG). 
The bills differ in the provisions related to MTBE reduction and the oxygen requirement of RFG. 

Both bills aim to eliminate the use of MTBE as a gasoline additive but S. 517 incorporates 
greater flexibility because it includes a provision that would allow States to decide to continue to 
allow MTBE. As directed in the April 10,2002 letter from Senators Daschle and Murkowski, 
EIA 3 s analysis of S. 517 assumes that this provision will result in a net reduction in MTBE of 87 
percent, rather than the 100 percent reduction assumed in our analysis of S. 1766. Another 
difference between the two bills is that S. 517 provides for the elimination of the 2 percent 



32 


20 


oxygen requirement, while S. 1766 would have allowed States to waive this requirement. 
Therefore, our recent analysis reflects no oxygen requirement, while the analysis of S. 1766 
reflected an assumption that only States on the East and West Coast waived the requirement. In 
all the cases, the continuation of the ethanol tax exemption is assumed to continue through 2020. 
In accordance with the Federal Highway Bill of 1998, the exemption is currently 53 cents per 
gallon but will be reduced by 1 cent per gallon in 2003 and again in 2005. Legal authority for the 
tax exemption expires in 2007, but because the exemption has been renewed several times since it 
was initiated in 1978, this analysis assumes that it will be extended at the 51-cent (nominal) level 
for 2007 through 2020. 


The price impact of these different provisions are discussed as increments from the current state 
of the market. In the absence of Federal legislation, 14 States have already passed legislation to 
ban or restrict MTBE that would become effective by 2004; Arizona, California, Colorado, 
Connecticut, Indiana, Iowa, Illinois, Kansas, Michigan, Minnesota, Nebraska, New York, South 
Dakota, and Washington. Of these States, only Arizona, California, Connecticut, and New York 
have RFG markets that rely on MTBE. Our analysis indicates that the implementation of these 
State-level restrictions results in projected annual average prices of all gasoline that are roughly 2 
cents per gallon (2000 dollars) higher than they would have been without these restrictions 
between 2006 and 2020 (Figure 17); and RFG prices that are 3.5 to 4 cents per gallon higher 
(Figure 18). 


Figure 17. 
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Figure 18. Average RPC Price Differentials Under Various MTBE 
"Ban Cases, 2086, 2012, and 2020 (2000 dollars per gallon) 
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As requested by Senators Daschle and Murkowski, EIA also analyzed the incremental impact of 
assuming that additional Northeast States follow suit and ban MTBE, EIA developed a “19-State 
MTBE Ban” Case, assuming that the other Northeast States with RFG markets, including New 
Hampshire, Massachusetts, Rhode Island, Pennsylvania, and New Jersey, also ban MTBE in 
2004. The average annual price of all gasoline is projected to be another half cent higher with the 
ban in these additional States, and another 2 cents per gallon higher for RFG. When the RFS and 
MTBE provisions of S, 517 are implemented, the price projections for 2006 are an additional half 
cent per gallon for all gasoline, and 2 cents per gallon for RFG compared to the restrictions in the 
19-States. Relative to a price path without State bans, the S. 517 projections reflect a total price 
increase for all gasoline of about 3 to 3.5 cents per gallon, and an RFG price increase of 7.5 to 8 
cents per gallon between 2006 and 2020. The higher gasoline prices projected in the S. 517 Case 
translate into a higher annual cost to consumers of $2.06 billion on average between 2006 and 
2020, compared to the Reference Case. 


EIA’s analysis of S. 1766 resulted in price projections for all gasoline that are an additional 0.5 
and 1 cent per gallon higher than the S. 517 between 2006 and 2020; and RFG prices that are 1 
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cent per gallon in 2006, growing to 3 cents per gallon in 2020 for RFG. The additional price 
increases in the S. 1766 Case can be mostly attributed to the requirement of a total MTBE ban, as 
compared to the S7 percent reduction that is assumed in S. 517. The widening RFG price impact 
in the S. 1766 reflects the difficulty of meeting growing RFG needs without any MTBE 
production or imports at all. 


At the request of Senators Daschle and Murkowski, ElA’s analysis isolated the impact of the RFS 
provision by developing an RFS/No MTBE Ban Case that reflects the RFS provision in the 
absence of an MTBE ban. This Case indicated that the RFS by itself is projected to raise prices of 
all gasoline by about a half cent per gallon and RFG prices by about 1 cent per gallon between 
2006 and 2020. 


The higher prices projected in the other cases are largely attributable to the volume and octane 
loss associated with the MTBE ban. Ethanol can only partially compensate for these blending 
T «iitipg and often is more expensive to use than MTBE when taking into account the blending 
characteristics and transportation costs. There is a greater price impact in aTeas of the country 
required to use RFG than for areas that can use conventional gasoline. The price impact of the 
RFS/No MTBE Ban Case is mitigated by the shift of ethanol blending into conventional gasoline 
and away from RFG blending. The S. 517 and S. 1766 price differentials are higher than those in 
the RFS/No MTBE Ban Case because the MTBE ban would result in more ethanol blending into 
RFG to partially offset the loss of MTBE, which is relatively less expensive to blend because of 
ethanol’s adverse impact on vapor pressure. In the RFS/No MTBE Case additional ethanol for 
RFG blending is not required, and the RFS standard can be met by blending ethanol into 
conventional gasoline. 


These cases only assess changes in the average annual prices of gasoline at the national level and 
do not analyze any localized or seasonal price changes that could result from such policy changes, 
which would likely result in some higher price differentials. Given that concerns over the rise in 
the price of gasoline have occurred primarily with each year's summer season, this is an important 
issue. On the other hand, the annual average price impacts are likely to be overstated since this 
analysis does not incorporate the impact of the ethanol credit trading and banking provision. 
Credit trading and banking was not included in EIA’s analysis, due to the requirement for rapid 
delivery of this analysis. Based on EIA’s experience with electric industry analysis that 
incorporated credit trading and banking for sulfur, credit trading reduced the impact on consumer 
prices and banking provided greater flexibility for the timing of implementation. Generally 
speaking, a credit trading and banking program would be expected to facilitate greater market 
efficiency and probably lower costs of compliance, such as reducing overall transportation and 
blending costs. 
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The RFS provision of S. 517 includes an RFS schedule that requires 2.3 billion gallons of 
renewable fuels by 2004, increasing to 5.0 billion gallons by 2012. After 2012, S. 517 requires 
renewable fuels to maintain the same percentage of transportation fuels that was achieved in 2012. 
This analysis projects that the Reference Case market demand for ethanol would be 260 million 
gallons greater than the amount specified by the RFS schedule in 2004 due to the implementation 
of State-level MTBE restrictions in 14 States (Figure 19). The 19-State MTBE Ban Case 
indicates that if other Northeastern States with RFG markets followed suit and banned MTBE in 
the same year, an additional 540 million gallons of ethanol would be required in 2004, assuming 
the oxygen requirement were maintained. This analysis projects that the RFS and MTBE 
provisions of S. 517 Case, assuming an 87 percent reduction in MTBE blending, would result in 
ethanol blending that is 390 million gallons per year higher than the 19-State MTBE Ban Case and 
880 million gallons per year higher than the Reference Case in 2006. The projected level of 
ethanol blending in the S. 517 Case is 3.62 billion gallons, 720 million gallons above the specified 
RFS target for 2006. Ethanol blending requirements in excess of the RFS targets disappear by 
2009, due to incremental growth of the specified RFS targets. The use of renewable fiiels is 
projected to be below the RFS targets after 2009 due to an S. 517 provision that provides a 1.5 
gallon credit for every gallon of cellulose (biomass) ethanol. 
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Thank you, Mr. Chairman and members of the Subcommittee. I will be happy to answer any 
questions you may have. 
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Mr. Ose. Our next witness, again, is the Assistant Secretary for 
Policy and International Affairs with the Department of Energy, 
Ms. Vicky Bailey. 

Ms. Bailey, you are recognized for 5 minutes. 

Ms. Bailey. Good afternoon, Mr. Chairman. I am happy to ap¬ 
pear before you today to discuss gasoline prices and the complex 
factors contributing to our current supply and price situation. I 
would also like to provide some information for your committee on 
what the administration is doing to address the situation and to as¬ 
sure you that the administration is eager to work with Congress 
to ensure stable and affordable energy supplies for American con¬ 
sumers and the U.S. economy. 

You have just heard testimony and some technical analysis from 
Mary Hutzler of the EIA on gasoline prices, international markets, 
and domestic factors that impact gasoline prices. I would like to ad¬ 
dress some of the broader policy aspects of the international and 
domestic market. 

There are a number of factors affecting gasoline prices and sup¬ 
plies in the United States with both domestic and international 
roots. No. 1 is the price of crude oil on the world market. Global 
supply and demand dictate the crude oil price for every consuming 
nation. In the United States, our economy is rebounding. Demand 
for gasoline is increasing as we approach the summer driving sea¬ 
son, and refiners are making the transition from winter to summer 
quality gasoline, helping to contribute to upward pressure on 
prices. 

Countering this trend, product inventories are rising, and refin¬ 
ing production is increasing. 

The NEP was prepared to address our long-term energy needs. 
It presents a balanced approach to assuring secure and affordable 
energy supplies to our citizens and our economy. It is comprehen¬ 
sive in addressing energy conservation, energy production, and en¬ 
vironmental protection. 

The administration is actively involved in the international situ¬ 
ation in many ways. We are working to diversify our foreign 
sources of energy such as in the Caspian region and Azerbaijan. 

I attended the inauguration of the Caspian Pipeline Consortium 
pipeline that took place in Russia last November. This new pipe 
will bring crude oil directly from landlocked Kazakhstan to the 
Black Sea and then to world oil markets. We also are pleased that 
the Baku-Tbilisi-Ceyhan pipeline is moving ahead to supply an ad¬ 
ditional 1 million barrels per day of oil to global markets by early 
2005. 

We are increasing cooperation in our hemisphere through the 
North American Energy Working Group with Canada and Mexico, 
which is reviewing ways to further integrate the North American 
energy market. The Secretary of Energy with his Canadian coun¬ 
terpart will lead the dialog at the G—8 Energy Ministers’ meeting 
in Detroit next month. 

A number of domestic actions are following the recommendations 
of the national energy policy. The Clean Air Act’s New Source Re¬ 
view program is being reviewed in an interagency process with con¬ 
siderable public comment. The review will be completed in the near 
future. President Bush has directed us to fill the Strategic Petro- 
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leum Reserve to its full capacity of 700 million barrels, and we 
have begun to do so. Since January, we have added 11.4 million 
barrels of oil. As we did last year, the Department has set up a 24- 
hour gasoline hotline for consumers, a 1-800 number for consumers 
concerned about gasoline prices. 

In addition, the Secretary of Energy has asked EIA to publish a 
daily energy situation analysis report to monitor world events that 
could disrupt supplies, and DOE will continue to collect data and 
monitor the gasoline market. 

We will also need additional actions to assure adequate and de¬ 
pendable energy supplies at affordable prices and use energy more 
wisely. We need to improve efficiency and develop new transpor¬ 
tation technologies. The National Energy Policy aims to optimize 
energy efficiency and conservation to effectively manage and extend 
the use of our energy resources while also enhancing our standard 
of living and advancing our environmental objectives. 

The Department is working to implement our long-term vision of 
both a dramatic reduction in our dependence on petroleum and a 
dramatic reduction of vehicle emissions through the development 
and deployment of hydrogen fuel cells in the Freedom Car pro¬ 
gram. 

The administration supports significant tax incentives to reduce 
the price of highly efficient electric and gas hybrid vehicles now 
coming to market. We support increased use of biofuels. We need 
increased domestic energy production, including environmentally 
sensitive production using the best available technology in the Arc¬ 
tic National Wildlife Refuge. 

Finally, I’d like to address MTBE. The MTBE issue creates a 
challenge for public policy: the inherent need to balance energy 
supply and price concerns with resolution of environmental con¬ 
cerns for air quality and water quality. 

MTBE has played a significant role in improving air quality in 
areas impacted by transportation emissions and provides important 
quality and volume benefits for our gasoline supply. However, de¬ 
tection of MTBE in our water supply has raised public concerns. To 
limit the risks of future price spikes, we must provide certainty to 
the market and industry to make the investments needed to con¬ 
tinue to provide us with sufficient quantities of clean product to 
power the U.S. economy. 

The Department of Energy remains concerned about our current 
and longer-term energy supply situation. While we fully support 
the various clean fuel requirements that are necessary to protect 
our environment, we believe that it is important that any govern¬ 
ment action be implemented in a way that provides the regulatory 
certainty to encourage the necessary investments to protect our 
citizens from price spikes. We are eager to work with Congress to 
get our Nation’s energy house in order so that we have adequate, 
clean, safe supplies of petroleum at reasonable cost to consumers. 

This concludes my testimony, Mr. Chairman, and I would be glad 
to respond to any questions you may have. 

Mr. Ose. Thank you, Ms. Bailey. 

[The prepared statement of Ms. Bailey follows:] 
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Good afternoon Mr. Chairman, I am happy to appear before you today to discuss gasoline prices 
and the.complex factors contributing to our current supply and price situation. I would also like 
to provide some information for your committee on what the Administration is doing to address 
the situation and to assure you that the Administration wants to work with Congress to ensure 
stable and affordable energy supplies for American consumers and the US economy. 

As we are reminded almost daily, world prices for crude oil are on the rise. Since late January, 
petroleum prices have risen by over $7 per barrel—an increase of about 30-35 percent—adding 
as much as 15-20 cents per gallon to the retail cost of gasoline. The Energy Information 
Administration (EIA), an independent arm of the Department of Energy, expects gasoline prices 
to rise higher this summer, although prices are expected to peak slightly below last summer’s 
highest levels. 

The good news is that while nominal prices are currently increasing, real gasoline prices have 
remained fairly constant in recent decades. The average price for a gallon of gasoline (all 
grades) in 2001 was $1.49—about the same in real terms as during the 1970s. This is also a lot 
less than the average price of $1.85 between 1975 and 1985. Since the beginning of 2002, 
prices (for all grades of gasoline) have averaged just $1.25. Gasoline prices are now 
substantially lower relative to the prices for food, beverages, and other urban consumer goods, 
compared to the early 1980s peak. 

However, prices are more volatile today than they have been historically. In part, this is a 
consequence of a supply system that has increased its efficiency by reducing redundancies and 
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inventories. While this can benefit consumers with lower average prices, it can also contribute to 
price volatility. Obviously other factors such as strong demand growth driven by the economic 
rebound and seasonal increases in driving, as well as the switchover to cleaner, but more- 
difficult-to-produce, summer grade gasolines can lead to short-term price increases, especially in 
the event of a disruption on a pipeline or at a key refinery. U.S. refinery capacity is less than 
U.S. demand, making us dependent not only on imported crude oil, but also on imported refined 
products, particularly gasoline. (We currently import about 9% of our total gasoline.) During 
the high demand summer season, U.S. refineries will typically run at or very near 100 percent 
capacity utilization while meeting very tight environmental standards for gasoline quality, 
leaving no margin to deal with upsets in the system. By comparison, most other industry is 
considered to be at full capacity when utilization rates reach 82 percent. Limited refinery 
capacity creates the worst problems in certain regions of the country like the Midwest, where 
additional supply has to come from the Gulf Coast via a transportation system that is already 
fully utilized. This can lead to increased and volatile prices until that new supply arrives. 

While we expect the market to respond, nsing crude oil prices, growing gasoline demand for the 
spring/summer driving season and the more costly summer quality gasolines, both reformulated 
and conventional, could contribute to the upward price pressure. However, as I mentioned 
earlier, a large part of the problem is caused by world oil market conditions. Much of the current 
rise in gasoline prices is a result of OPEC cutting production last fall and winter, as well as 
today’s concerns about political tensions abroad. Because we import more than half of our oil 
from foreign sources—and this percentage is increasing—and because the price of crude oil is 
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set on the world market, we cannot insulate ourselves from supply swings, associated price 
increases, and their impact on the gasoline market. 

Mary Hutzler, Acting Administrator of our Energy Information Administration, has provided 
you with a technical report of the current world and domestic petroleum situation, and a sound 
assessment of the factors contributing to our current rising gasoline prices. I would like to 
address some of the broader policy aspects of the international and domestic situation. 

I note that you will also hear testimony from the Federal Trade Commission today, which has 
powers the Department of Energy does not have to investigate concerns about fair trade and 
prosecute in the case of violations. Many of these investigative and enforcement powers are 
related to energy and petroleum markets, for example: FTC has the power to conduct 
investigations, prescribe trade rules and seek redress in case of unfair trade practices; prescribe 
requirements for posting of octane ratings; and enforce energy efficiency labeling rules issued 
under the Energy Policy Act of 1992. 

Over the past few weeks, the international situation has contributed to oil price increases. The 
market has monitored the situation with Iraq, noting Iraq’s stoppage of its oil exports under the 
UN oil-for-food program. Other major producers have rejected the call for use of oil as a 
weapon. Clearly, market participants will follow Iraq and the international reaction closely over 
the next few months. The Department of Energy will continue to monitor the market and actions 
of international participants. 
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Because of Venezuela’s position as the third largest supplier of imported oil to the United States, 
the oil market has been sensitive to recent events in Venezuela. However, recent events appear 
to demonstrate that the oil sector and oil trade is returning to normal. 

Administration Actions 

I’d now like to turn to actions the Administration has recently taken related to crude oil and 
gasoline. First and foremost, we will continue to depend on the free market to determine energy 
supply and price. And, indeed, the market has already responded to price signals—witness the 
recent opening of the 795-mile Centennial Pipeline, which will be able to move more than 
200,000 barrels of refined products a day from the Gulf Coast to Midwest markets. Refinery 
utilization has grown to capture the higher margins brought on by the higher prices. 

Nearly one year ago the Administration released the National Energy Policy, a comprehensive 
and long-term strategy for ensuring that our citizens will have affordable and reliable energy 
supplies. We must have a balanced and diversified portfolio of energy sources and we must 
expand energy production and infrastructure to meet ever-increasing energy requirements. This 
must be accompanied by improvements in the efficient use and conservation of energy and the 
protection of our environment. 

In the long term, one important and appropriate role of the Government is to work to increase 
and diversify oil supplies. The National Energy Policy contains a number of recommendations 
to promote international trade and investment, increase diversity of supply, and improve market 
transparency. We are working in the Caspian region, in Africa, and in our own hemisphere to 
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bring new supplies to market with increased environmental protection. In the Caspian, for 
example, I attended the inauguration of the Caspian Pipeline Consortium pipeline that took place 
in Russia in November of last year. This new pipeline will bring crude oil directly from 
landlocked Kazakhstan to the Black Sea and then to world oil markets. We also are pleased that 
the Baku-Tbilisi-Ceyhan pipeline is moving ahead and will supply an additional one million 
barrels per day of oil to global markets by early 2005. As production in Kazakhstan and 
Azerbaijan grows over the next several years, this and other pipelines will help feed a growing 
world oil market with new supplies of oil from stable sources. 

We are also carrying out other recommendations from the National Energy Policy that address 
energy cooperation closer to home. We have launched, with Canada and Mexico, the North 
American Energy Working Group, which is reviewing ways to further integrate the North 
American energy market and eliminate regional and local supply disruptions. We are using our 
Hemispheric Energy Initiative to work with our other partners in the rest of the Americas. We, 
along with our hemispheric partners, aim to create opportunities for new investment and 
development of new energy resources and for greater energy conservation. 

Furthermore, the National Energy Policy specifically calls for the Administration to hold a 
meeting with the energy ministers of the Group of Eight nations. Just one year after the release 
of the National Energy Policy, on May 3, 2002 the United States and Canada will co-chair a 
meeting of the G-8 Energy Ministers. 
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We are not only acting in the international arena to address the factors leading to today’s rising 
gasoline prices. The Administration is acting in a number of ways to get our own energy house 
in order. 

As part of the commitments in the National Energy Policy, one of the Administration's actions to 
improve energy supplies is a review of the impact of the Clean Air Act's New Source Review 
(NSR) program on energy efficiency, capacity and environmental protection for refineries and 
utilities. Since its inception, the New Source Review Program has provided considerable health 
and environmental benefits. However, bipartisan government officials, including State 
governors and Environmental Commissioners, and industry groups have long expressed the 
belief that the NSR program is unnecessarily complicated. During the National Energy Policy 
NSR proceeding, a striking consensus of industry commenters remarked that the program often 
serves as an unnecessary obstacle to environmentally beneficial projects in the energy sector, 
such as those that improve energy reliability and efficiency and promote the use of renewable 
resources. The President's National Energy Policy Development Group tasked EPA in 
consultation with DOE with investigating whether the NSR program does, in fact, have such 
impacts. We believe that some parts of the program do have the impacts identified by the 
industry commenters. This review will be completed in the near future. 


As called for by the President's National Energy Policy, the Administration has recently taken 
three actions to provide flexibility to refiners and distributors that will ease the transition this 
year from winter-grade to summer-grade reformulated gasoline (REG). These actions include 
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the elimination of accounting and reporting requirements associated with refiners' transfer or sale 
of gasoline blendstocks, a regulatory revision that now allows refiners to upgrade conventional 
gasoline to RFC if it meets the clean air standards, and finally, increased flexibility in the tank 
turnover testing tolerance. 

To help protect against disruptions in oil supplies, the U.S. government maintains an emergency 
supply of crude oil in our Strategic Petroleum Reserve (SPR) stored in salt caverns in Louisiana 
and Texas. In the case of a severe oil supply disruption, the SPR can be used to provide up to 4.2 
million barrels of crude oil per day to the U.S. economy for a period of 90 days. This amounts 
to about 20 percent of total US daily oil consumption. After this period, the drawdown rate will 
gradually decrease as site inventories are depleted. The entire 561 million barrel inventory 
would be depleted within 200 days. 

In order to increase our protection against disruption, on November 13, 2001, the President 
directed the Department to fill the SPR to its design capacity of 700 million barrels of oil. In 
January of this year, the Department issued an initial solicitation for bids to exchange royalty oil 
produced in the Gulf of Mexico for oil meeting the SPR quality specifications, to be delivered to 
the SPR sites. In February bids were opened, and a contract was awarded to Equiva Trading 
requiring delivery of 18.6 million barrels of light, low sulfur oil to the SPR. Deliveries began in 
April and will be completed by the end of April 2003. The Department plans to conduct another 
competition this summer and to award contracts for more oil exchanges beginning October 1, 
2002. This process will continue until the Reserve has reached its capacity, expected to be in 
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2005. Administration policy is to use the inventory in the SPR only in the case of physical 
supply disruptions rather than using the emergency stocks to influence prices. 

More specific to the gasoline market, the Department of Energy continuously monitors energy 
supply and prices to provide information to consumers and the markets. This data assists 
markets to quickly respond to any supply/demand imbalances. Updates, raw data, and analyses 
are available through the Energy Information Administration. In addition, each year we conduct 
a detailed assessment of clean gasoline supplies as the refiners and marketers make the transition 
to summer gasoline. This assessment provides us information on the status of refinery 
operations and inventories leading into the summer driving season and the basis for assuring that 
some aspect of the Federal reformulated gasoline requirements is not unnecessarily limiting 
gasoline production or distribution. 

As we did last year, the Department of Energy will continue to closely monitor gasoline supplies 
and pricing, and we have again set up a 24 hour Gasoline Hotline—a 1-800 number for 
consumers concerned about gasoline prices (800-244-3301). In addition, the Secretary has 
directed the EIA to provide a daily Energy Situation Analysis Report to monitor world events 
that could disrupt supplies. The Energy Situation Analysis Report is available on the EIA 
website daily at about 6 p.m. The Secretary recently met with consumer, refining industry and 
gasoline marketing groups to better understand the situation from their perspectives and to 
encourage their help to get information out to consumers on the various factors affecting gasoline 
prices. 
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But we will also need additional actions to assure adequate and dependable energy supplies at 
affordable prices and use energy more wisely. We need to improve efficiency and develop new 
transportation technologies; the National Energy Policy aims to optimize energy efficiency and 
conservation to effectively manage and extend the use of our energy resources, while also 
enhancing our standard of living and advancing our environmental objectives. The Department 
of Energy recently announced the FreedomCAR program, which implements our long-term 
vision of a dramatic reduction in our dependence on petroleum through the development and 
deployment of hydrogen fuel cells in automobiles. In addition, the Administration supports 
significant tax incentives to reduce the price of the highly efficient electric, gas/electric hybrid, 
and fuel-cell vehicles now coming to market. We will be working with the National Highway 
Traffic Safety Administration as it moves forward to set future fuel economy standards based on 
sound science and passenger safety, based on the findings and recommendations of the NAS 
study. 

The renewable fuels standard introduced in the Senate Bill S.517 will greatly increase the use of 
renewable fuels, such as ethanol and biodiesel, in this nation for the next ten years. The use of 
renewable fuels is good for our energy security, good for the economy, and good for our 
environment. It will greatly increase the use of clean burning ethanol, which will reduce vehicle 
tailpipe emissions (when used in reformulated gasoline). That is something we can all support. 

We must also increase domestic oil production through the improvement of exploration and 
drilling technology and the development of domestic resources like the Arctic National Wildlife 
Refuge (ANWR). A small portion of ANWR could supply us with the equivalent of about 36 
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years of the annual imports we currently receive from Iraq. Encouraging the continued 
diversification of supply from non-OPEC sources of oil like Russia, Latin America, West Africa, 
and the Caspian region will also help reduce our reliance on oil from the Middle East. 

Finally, I would like to turn to the issue of MTBE raised in the Committee’s letter of invitation. 
The MTBE issue creates a challenge for public policy: the inherent need to balance energy 
supply and price concerns with resolution of environmental concerns, both for air quality and 
water quality. Congress mandated use of oxygenates to enhance energy security, improve air 
quality, and support the farm sector in the Clean Air Act Amendments of 1990. Recent EIA 
analysis has shown that restrictions on the use of MTBE could impact gasoline supplies and 
increase prices. MTBE has played a significant role in improving air quality in areas impacted 
by transportation emissions, and provides important quality and volume benefits for our gasoline 
supply. However, detection of MTBE in our water supply has raised public concerns. To limit 
the risk of future price spikes we must provide certainty to the market and industry, so that 
industry has the time and information needed to make investment decisions. 

The Department of Energy remains concerned about our current and longer-term energy supply 
situation. While we fully support the various clean fuel requirements that are necessary to 
achieve our air quality goals and we share a strong desire to protect the nation’s water quality, 
we believe that it is important that these initiatives be implemented in a way that protects our 
citizens from price spikes. We are eager to work with the Congress to get our own energy house 
in order, so that we have adequate, clean, safe supplies of petroleum, at reasonable cost to 
consumers. 
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This concludes my testimony Mr. Chairman. I would be glad to respond to any questions you 
may have. 
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Mr. Ose. Our third witness on the first panel is the General 
Counsel for the Federal Trade Commission, Mr. William Kovacic. 

Thank you for joining us. You’re recognized for 5 minutes. 

Mr. Kovacic. Thank you, Mr. Chairman. I’m grateful to the com¬ 
mittee for the opportunity to appear at today’s hearing. 

The written statement I have submitted represents the views of 
the Federal Trade Commission, and my comments today and my 
answers to your questions are my views and not necessarily those 
of the Commission or its members. 

The FTC’s experience in enforcing the Nation’s antitrust laws 
and performing competition policy research confirms this commit¬ 
tee’s view that the performance of the petroleum industry is a mat¬ 
ter of special importance in our economy. Since Congress created 
the FTC in 1914, no sector has commanded greater attention from 
the Commission. 

Today I will summarize three points from the Commission’s writ¬ 
ten statement. First, I will describe the FTC’s recent competition 
policy activities involving the petroleum industry. Second, I will re¬ 
view forces that our work to date has identified as factors that may 
affect the price of the petroleum products. And, finally, I will ad¬ 
dress future measures that the FTC intends to take to increase our 
understanding of pricing patterns to preserve competition and to 
protect consumers of petroleum products. 

Let me begin with recent FTC activities concerning competition 
policy in the sector. 

The Commission’s work in recent years falls into three cat¬ 
egories: reviewing mergers, non-merger investigations, and re¬ 
search. Perhaps the most prominent of these initiatives is merger 
review. The Commission scrutinizes mergers to challenge trans¬ 
actions that appear likely to reduce competition. Two recent mat¬ 
ters are illustrative. 

The first is the merger of Chevron and Texaco. In December 
2001, the FTC agreed to a consent order with these companies, re¬ 
quiring numerous divestiture of refining transportation and retail¬ 
ing assets to maintain competition in various areas of the country, 
particularly in the southern and western United States. 

The second transaction is the merger of Valero Energy and 
Ultramar Diamond Shamrock. These firms are leading refiners and 
marketers of CARB gasoline. In February of this year, the FTC ac¬ 
cepted a consent order requiring Valero to divest assets in Califor¬ 
nia, including an Ultramar refinery in Avon and retailing assets in 
northern California. 

Our second major area of recent activity consists of investiga¬ 
tions into possible non-merger antitrust violations. A major exam¬ 
ple was our inquiry into pricing behavior in the midwestern United 
States in the summer of 2000. This inquiry did not identify evi¬ 
dence of collusion or other antitrust violations. Nonetheless, the in¬ 
vestigation did increase the Commission’s understanding of phe¬ 
nomena that cause periodic price increases. 

The third activity is research. One major example of our work in 
this area took place last August when the FTC held a 1-day con¬ 
ference on gasoline pricing patterns. The conference stimulated an 
informative discussion of possible causes of pricing volatility in this 
sector. 
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Let me turn to some preliminary lessons from the Commission’s 
work about factors that influence prices. Taken together, our work 
has improved our understanding of what causes periodic dramatic 
price increases. We have learned that pricing spikes result from a 
complex interaction and phenomenon. The factors include the fol¬ 
lowing: increases in crude oil prices, refinery production problems 
such as breakdowns, pipeline disruptions, low inventories and the 
unavailability of substitutes for certain gasoline formulations re¬ 
quired by environmental statutes, and regulations. In many re¬ 
spects, this list mirrors the factors that this committee’s hearings 
of roughly a year ago identified. 

Let me finish by turning to what we see as the next steps for 
the Commission in this field. 

The first element of our work will be to continue our scrutiny of 
structural developments that influence the number of market par¬ 
ticipants, especially mergers. 

The second will be to sustain our efforts to increase understand¬ 
ing of the causes of pricing behavior in this sector. On May 8th and 
9th we will hold a second public conference that extends the work 
we did in August with a further examination of petroleum pricing 
patterns. 

And, third, we are monitoring wholesale and retail prices of gaso¬ 
line in many areas of the United States. This project will assist us 
in identifying unusual pricing patterns, diagnosing causes, and de¬ 
vising cures for any antitrust problems we observe. 

To sum up, energy sector and petroleum industry practices have 
been the centerpiece of modern FTC enforcement actions. There is 
every reason to expect they will remain a central focus of our work 
in the future. Thank you. 

Mr. Ose. Thank you, Mr. Kovacic. 

[The prepared statement of Mr. Kovacic follows:] 
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I. Introduction 

Mr. Chairman and members of the Committee, I am pleased to appear before you today at 
this hearing on the important topic of factors that may affect gasoline prices, and to present the 
testimony of the Federal Trade Commission. 

The FTC is a law enforcement agency with two related missions: to preserve competition 
in the marketplace for the benefit of consumers, and to protect consumers from deceptive or 
unfair practices that may injure them. The Commission’s statutory authority covers a broad 
spectrum of sectors in the American economy, including the energy industry and its various 
components. 

The importtnee of antitrust law enforcement is particularly clear in the oil and gas 
industry, where fuel price increases can strain the budgets of many consumers and can have a 
direct and significant impact on businesses of all sizes throughout the U.S. economy. 

Enforcement of the antitrust laws helps ensure that the oil and gasoline industries are, and 
remain, competitive. In recent years, the Bureau of Competition has spent almost one-third of its 
total enforcement budget on investigations in energy industries, many of them merger 
investigations. 

The Commission, however, performs more than law enforcement functions. Congress 
established the Commission to be an expert body that can report on important economic trends 
affecting the American economy. Because of the importance of the oil and gas industries to the 
American economy, and increased public concern about the level and volatility of gasoline 
prices in recent years, the Commission is studying the central factors that may affect the level and 
volatility of refined petroleum products prices in the United States. The Commission held a 
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public conference on this topic in August 2001, and will hold a second one on May 8"' and 9 lh , 
just two weeks from now. 2 The Commission expects to summarize and discuss its work in a 
public report to be issued later this year. 

In addition, we are monitoring wholesale and retail prices of gasoline — by far, the largest 
single refinery product. Members of our staff inspect wholesale gasoline prices for 18 (soon to be 
20) cities and retail gasoline prices for 360 cities throughout the United States. We will analyze 
this data to search for explanations of pricing anomalies. 

This testimony will summarize the Commission’s recent enforcement activity, review its 
ongoing work to increase understanding of the factors that may affect the level and volatility of 
refined petroleum product prices, and will discuss some of the factors that, based on our 
experience, we believe have an effect on the price of gasoline. 

II. Merger Enforcement in the Oil and Gasoline Industries 

Much of the Commi tsion’s experience with enforcing the antitrust laws in the oil and gas 
industries has been obtained through the analysis of proposed mergers. Merger enforcement 
protects a competitive marketplace, because it helps preserve rivalry that brings lower prices and 
better services to consumers. The Commission has an extensive history of merger investigations 
in the oil and gas industries, and the FTC has challenged recent proposed mergers that likely 
would reduce competition, result in higher prices, and injure the economy of the nation or any of 
its regions. 3 

2 FTC to Hold Second Public Conference on the U.S. Oil and Gasoline Industry in May 
2002, FTC Press Release (Dec. 21, 2001). 

3 Section 7 of the Clayton Act specifically prohibits acquisitions where the anticompetitive 
acts affect “commerce in any section of the country.” 15 U.S.C. § 18. 
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Today I will briefly describe two of our most recent merger investigations in this area. 
One transaction involved Chevron and Texaco. 4 This transaction combined assets located 
throughout the United States. Twelve states participated in the FTC’s investigation. The 
Commission entered a consent order with Cnevron and Texaco requiring numerous divestitures 
in order to maintain competitic n in particular relevant markets, primarily in the western and 
southern United States. The consent order required Texaco to divest to Shell and/or Saudi 
Refining, Inc. (“SRI”) all of its interests in two joint ventures - Equilon 5 and Motiva 6 — through 
which Texaco had been competing with Chevron in gasoline marketing in the western and 
southern United States; the refining, bulk supply and marketing of the environmentally 
mandated gasoline in California 7 ; the refining and bulk supply of gasoline and jet fuel in the 
Pacific Northwest; and the pipeline transportation of crude oil from the San Joaquin Valley, 
among other things. 

Another important oil merger that the Commission investigated last fall was the $6 billion 
merger between Valero Energy Corp. (“Valero”) and Ultramar Diamond Shamrock Corp. 


4 Chevron, Corp., C-4023 (Dec. 18, 2001) (consent order). 

5 The Equilon joint venture was jointly controlled by Shell and Texaco, and its major 
assets included full or partial ownership in four refineries, about 65 terminals, and various 
pipelines. It marketed gasoline through approximately 9,700 branded gas stations nationwide. 

‘Motiva, jointly controlled by Texaco, Shell, and SRI, consisted of their eastern and Gulf 
Coast refining and marketing businesses. Its major assets included full or partial ownership in 
four refineries and about 50 terminals, with the companies’ products marketed through about 
14,000 branded gas stations nationwide. 

7 The California Air Resources Board mandates that gasoline sold in California meet 
certain specifications. 
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(“Ultramar”). 8 Both Valero and Ultramar are leading refiners and marketers of CARS gasoline 
in California (gasoline which meets the specifications of the California Air Resources Board 
(“CARB”)). CARB 2 gasoline meets the current Phase 2 specifications in effect since 1996, and 
is the only gasoline that can be sold to consumers in California. CARB 3 gasoline meets the 
proposed Phase 3 specifications scheduled to go into effect on January 1, 2003, after which it 
will be the only gasoline that can be sold to consumers in California. The Commission’s 
complaint alleged competitive concerns in the refining and bulk supply of both CARB 2 and 
CARB 3 gasoline in California, and the Commission contended that the merger could raise the 
cost to California consumers by at least $150 million annually for every one cent per gallon price 
increase at retail. 9 To remedy the Commission’s competitive concerns, the consent order settling 
the case required Valero to divest an Ultramar refinery in Avon, California; all bulk gasoline 
supply contracts associated with that refinery; and 70 Ultramar retail service stations in Northern 
California. 10 

III. Recent Commission Research on Factors That May Affect Prices of Refined 

Petroleum Products 

There can be many reasons for volatile prices in any commodity, including gasoline. A 


8 Valero Energy Corp., C-4031 (Feb. 22,2002) (consent order). 

9 The Commission also alleged competitive concerns in the refining and bulk supply of 
CARB 2 and CARB 3 gasoline for sale in Northern California, contending that even a price 
increase of one cent per gallon would increase costs to those consumers by approximately $60 
million per year. 

,0 Also last fall, the Commission considered the likely competitive effects of Tosco’s 
proposed acquisition of Phillips Petroleum. After careful and close scrutiny, the Commission, by 
a vote of 5-0, declined to challenge the acquisition. The Commission’s statement closing the 
investigation set forin its reasoning in detail. Phillips Petroleum Corp., FTC File No. 001 0095 
(Sept. 17,2001) (Statement of the Commission). 
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sudden surge in demand, or an unexpected problem in the supply chain, can cause prices to spike 
almost overnight. Such price changes are disruptive to both consumers and businesses. 

Price spikes for gasoline appeared in the spring and summer of 2000 and 2001, 
particularly for consumers in California and the Midwest, and, as you are all aware, we have been 
experiencing rapid price increases for gasoline this spring as well. As noted above, we are 
monitoring wholesale and retail gasoline prices in a number of cities throughout the United 
States and we will analyze this data to search for explanations of pricing anomalies. 

Around this time last year, the Commission issued a report on its nine-month 
investigation into the causes of gasoline price spikes in local markets in the Midwest in the 
spring and early summer of2000. 11 Although gasoline prices increased nationwide during that 
time, increases in some local markets, particularly in the Midwest, eclipsed those experienced in 
past years and were greater than those experienced in other U.S. markets. The Commission’s 
extensive investigation uncovered no evidence of collusion or any other antitrust violation. 

The Commission instead found a variety of factors that contributed in varying degrees to 
the price spikes. Primary factors included refinery production problems (e.g., refinery 
breakdowns and unexpected difficulties in producing the new summer-grade RFG gasoline 
required for use in Chicago and Milwaukee), pipeline disruptions, and low inventories. 

Secondary factors included high crude oil prices that contributed to low inventory levels, the 
unavailability of substitutes for certain environmentally required gasoline formulations, increased 

11 Midwest Gasoline Price Investigation, Final Report of the Federal Trade Commission 
(Mar. 29,2001). Also in 2001, the Commission concluded its investigation of gasoline price 
increases in West Coast markets. FTC Closes Western States Gasoline Investigation , FTC Press 
Release (May 7,2001). 
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demand for gasoline in the Midwest, and, in certain states, ad valorem taxes. Ultimately, the 
industry responded to the price spike within three or four weeks with increased supply of 
products, and by mid-July 2000, prices had receded to pre-spike or even lower levels. 

A Commission goal is to increase public awareness of competitive and other factors 
affecting the prices of refined petroleum products. Increased public awareness should help 
inform consumers and policymakers in the legislative and executive branches about potential 
responses to address these factors, if necessary. This past summer, the Commission commenced 
a series of public conferences to study in more detail the central factors that may affect the level 
and volatility of refined petroleum product prices throughout the United States. A one-day 
conference was held on August 2, 2001. Participants included representatives of the Department 
of Energy’s Energy Information Administration (“E1A”) and the State of California, as well as 
representatives from all segments of the industry (including exploration, refining, transportation, 
and marketing), consumer groups, and academia. 

The wide-ranging discussion identified a number of factors that may contribute to price 
volatility and price spikes; we note just a few. EIA has found that, over broad time periods, the 
price of gasoline at the pump generally tracks crude oil prices; that is, with some time lags, 
gasoline pump prices generally rise and fall in response to crude oil price increases and 
decreases. 12 EIA reported that “OPEC cuts and high crude prices affect gasoline prices directly 
through the feedstock cost but also indirectly by reducing gasoline inventories.” 13 Participants 


12 Cook (EIA), Aug. 2 transcript at 49-52. 
13 Cook (EIA), Aug. 2 tr. at 52. 
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also commented that average inventories for refined products have declined over time, 14 
contributing to price spikes as additional supply is less available quickly to meet demand. 

Participants also noted the high levels of use of portions of the infrastructure necessary to 
refine and transport refined petroleum products to the pump. For example, current refinery 
capacity utilization rates in the United States are high, averaging 95 percent or higher. 15 Pipeline 
capacity also is stretched in some regions of the country, although various pipeline expansion 
projects are underway to address this situation. 16 In addition, several participants reported that a 
proliferation of different environmentally mandated gasoline blends has reduced the availability 
of substitutes to moderate any price spikes. :7 According to one expert, “[flight specifications for 
reformulated gasoline sold in [California] and limited pipeline interconnections .,. isolate the 
California gasoline market from gasoline markets in the rest of the country,” 15 thus contributing 
to higher prices in the state. 

All of these comments, and many others, were presented in response to the Commission’s 
request that participants identify areas worthy of further study. Perhaps the dominant theme of 
the August 2, 2001 conference was the complexity of the interrelationships among a large variety 


14 Greene (Cal.), Aug.2. tr. at 11 (“[i]n the 1990's, reserves and inventories [in California] 
have declined roughly 20-plus percent.”); Rothschild (Podesta/Mattoon), Aug.2 tr. at 82 
(consistently below an average of 5 days of gasoline inventory). Cooper (Cons. Fed. of Am.), 
written statement at 21. 

l5 Murphy (API), written statement, at 2. 

16 Coleman (LECG), written statement at 8-9. 

n E.g., Felmy (API), Aug. 2 tr. at 26; Cooper (Assoc, of Oil Pipe Lines), Aug.2 tr. at 102. 

ls Gilbert (U. Cal-Berkeley), written statement at 3-4. 
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of factors and the need for farther work in understanding the relative importance of different 
factors in particular situations. There is much left to learn and to analyze as we proceed in the 
weeks ahead. 

As part of its work to understand better the possible role of environmentally mandated 
fuels in contributing to price volatility and price spikes. Commission staff provided comments to 
the Environmental Protection Agency (“EPA”) in connection with EPA’s Staff White Paper, 
prepared in response to the President’s National Energy Report (May 2001). The President’s 
Report directed the Administrator of EPA to “study opportunities to maintain or improve the 
environmental benefits of state and the local ‘boutique’ fuels programs while exploring ways to 
increase the flexibility of the fuels distribution infrastructure, improve fangibility, and provide 
added gasoline market liquidity.” 19 FTC staff commented that the EPA might find it beneficial to 
use a framework similar to the one the FTC uses to analyze mergers, to determine the^ 
competitive effects likely to be associated with changes in fuel mandates in particular relevant 
markets. 20 We have offered suggestions to the EPA as to how they might perform such an 
analysis. 

IV. Conclusion 

The Commission has a long and continuing history with law enforcement investigations 


,9 Study of Unique Gasoline Fuel Blends ("Boutique Fuels ”), Effects on Fuel Supply and 
Distribution and Potential Improvements, EPA Staff White Paper at 1-2. 

20 The FTC’s experience shows that economically relevant gasoline markets are regional 
for refining and transportation, and local when considering gasoline distribution or retail sales. 
For example, a refinery that does not, or cannot in the short run, produce the type of gasoline 
currently in short supply in a certain region cannot be consideied to be in that market for 
purposes of resolving short-run price spikes. FTC Staff Comment to EPA at 4. 
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in the oil and gas industries. We have expended substantial effort and resources to maintain and 
study the state of competition in this industry over the years, and will continue to do so in the 
future. 

The Commission’s work in this area is ongoing. As noted above, the Commission also 
has scheduled a follow-up conference on refined petroleum products pricing to take place o.i 
May S" 1 and 9 th . This conference will afford an opportunity to leam about additional research on 
particular issues - such as how price volatility in crude oil may affect gasoline price levels - and 
to probe further into the issues that have been raised so far, such as a trend toward lower levels of 
inventories. We do not expect to obtain definitive answers to all the questions that have been 
raised or to provide definitive data on how all of the factors interrelate and operate. Rather, our 
goal is to increase the public awareness of competitive and other factors, and to enhance our 
understanding of factors that may affect the level and volatility of refined petroleum product 
prices. - 

I would be pleased to answer any questions that you have. 
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Mr. Ose. Now we’re going to go 5-minute rounds here. I’m going 
to start, and then we’re going to go to Mr. Waxman and back to 
Mr. Shays until we exhaust the questions that the Members have. 

Ms. Hutzler, in your testimony you have an extensive discussion 
about the effect that the Senate’s ethanol mandate would have on 
gasoline prices, and there is, frankly, a laundry list of assumptions, 
and reference cases, and provisos, and caveats, and all that. I’m 
sure that makes sense to economists, but, frankly, when you talk 
about reference cases and I talk about reference cases, there is a 
divergence. I talk about the reference case of what does it cost me 
to go into the gasoline station today and fill my tank, compared— 
in that context, I want to ask you this specific question: compared 
to today, what effect would the ethanol requirement in Senator 
Daschle’s bill have on gasoline prices? 

Ms. Hutzler. We looked at a number of different scenarios, one 
of which looks at an MTBE ban with a renewable fuel standard. 
If we take a look at that scenario in S. 1766, where we looked at 
100 percent MTBE ban, we found that reformulated gasoline prices 
could be 9 to 10.5 cents higher than today where there is no MTBE 
ban. That would make average prices about 4 cents a gallon higher. 

If you looked at S. 517, which allows waivers within States, and 
if States chose their waivers so that they could still produce about 
13 percent of MTBE in their gasoline, which was what we were 
asked by Senators Daschle and Murkowski to analyze, we would 
see RFG prices 7.5 to 8 cents per gallon higher than today and av¬ 
erage prices about 3 cents per gallon higher. 

Now, if you did not look at an MTBE ban but you had a renew¬ 
able fuel standard, we’d find that prices would increase far less, 
less than 1 cent per gallon for RFG and less than a half a cent per 
gallon for average gasoline. 

Mr. Ose. So if you left the decision as to how to meet the mission 
issue to science under the renewable fuel standard, you’d have 
roughly a 1 cent increase in the price at the retail pump, versus 
a 3 or up to 10 cent increase with the ethanol mandate under the 
two cases you’ve cited? 

Ms. Hutzler. Well, the cases deal with whether you’re banning 
MTBE and must use other products to blend your gasoline—most¬ 
ly, that would be ethanol today—or whether you’re looking at a re¬ 
newable fuel standard. 

A renewable fuel standard by itself without banning MTBE gives 
refiners flexibility to use the renewable fuels in all forms of gaso¬ 
line, not just to ban MTBE and to use it in RFG. 

Mr. Ose. And that translates to a 1 cent increase? 

Ms. Hutzler. Yes. 

Mr. Ose. OK. 

Ms. Hutzler. For reformulated gasoline. 

Mr. Ose. Mr. Kovacic, in your testimony, you talk about con¬ 
centration in the refining industry; and, frankly, we all are con¬ 
cerned about that. It’s my understanding that there’s actually an 
index that somebody has cooked up to calculate how concentrated 
any industry is, and it’s called—and if I get this wrong, I need to 
be corrected—the Hirschman-Herfindahl Index. 

Mr. Kovacic. That’s it exactly. 
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Mr. Ose. Does the FTC have guidelines for how much scrutiny 
an industry receives based on how concentrated it is per the 
Hirschman-Herfindahl Index? 

Mr. Kovacic. The FTC and the Department of Justice have 
merger guidelines that rely on that index as one factor for evaluat¬ 
ing the competitive effects of mergers. 

Mr. Ose. It’s my understanding that an index reading of less 
than 1,000 means that FTC’s concerns are, frankly, nonexistent; 
that a reading between 1,000 and 1,800 means that FTC will at 
least look at it but other factors must be considered; and then a 
reading over 1,800, FTC is going to apply careful scrutiny. 

Mr. Kovacic. That’s a good summary. 

Mr. Ose. Now how concentrated is the refining industry today? 

Mr. Kovacic. Basically, when we examine refining industry con¬ 
centration, we do that on a geographic basis. The amount of con¬ 
centration typically varies from geographic area to geographic area. 
So the answer would depend crucially on what part of the country 
we’re examining. 

Mr. Ose. Well, let’s look at the petroleum defense district 1, 2 
and 3. According to my records, the index has a reading of 586 for 
those three. 

Mr. Kovacic. I’m not certain what the precise numbers are. I 
know that in several of our principal merger reviews in those 
areas, we have seen, in examining specific transactions, levels of 
concentration well above the 1,800 level which defines the zone of 
our most serious concern. 

Mr. Ose. But the nationwide average—you’re talking about a re¬ 
gional market. 

Mr. Kovacic. Precisely, and many of the mergers we’ve looked 
at have involved markets that for antitrust purposes are generally 
regional rather than nationwide. 

Mr. Ose. All right. My time is expired. I’m going to recognize the 
gentleman from California, the ranking member on the full com¬ 
mittee, Mr. Waxman, for 5 minutes. 

Mr. Waxman. Thank you very much, Mr. Chairman; and I want 
to thank you for holding this hearing. I commend you for your 
opening statement. I share your concerns about the fact that our 
own domestic refining industry is struggling to meet consumer de¬ 
mands as well as comply with an array of complex Federal, State 
regulatory requirements. In addition, I agree with you that we 
have Balkanization of fuel and that we have possible shortages and 
higher prices as a result of the effect of trying to deal with this 
MTBE replacement. 

Is it the position of the administration that you support the 
Daschle bill that’s being considered in the Senate? 

Mr. Ose. I think your question is directed at Ms. Bailey? 

Mr. Waxman. Yes. You’re representing the administration here? 

Ms. Bailey. Yes. Yes. Now you can hear me. Our position- 

Mr. Waxman. Yes or no, because I wanted to say some other 
things in the time that I have. If the answer is yes, say yes; if it’s 
not, say no. 

Ms. Bailey. We support the reformulated fuels package that is 
in the bill. 

Mr. Waxman. In Senator Daschle’s bill. 
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Well, let me say that I agree with the chairman that we should 
have solved this problem in a very different way, and it seems to 
me that last year the Bush administration made a decision which 
was going to cost Californians dearly. Faced with over 10,000 
MTBE contaminated sites in California, Governor Davis decided in 
1999 to phaseout the use of this terribly polluting fuel additive. To 
facilitate this phaseout, the State of California requested a waiver 
of the Federal oxygenate requirements for reformulated gasoline. 

This waiver would have allowed the State to maintain the clean¬ 
est fuel standards in the country while shielding California con¬ 
sumers from gasoline price shocks. Without the waiver California’s 
air quality and economy would suffer as massive amounts of etha¬ 
nol were needlessly imported to comply with the oxygenate require¬ 
ments. 

Now, EPA’s technical staff examined the facts, and they found 
that a waiver was warranted. Unfortunately, the White House re¬ 
versed EPA’s decision after meeting with special interests. As a re¬ 
sult of the Bush administration’s decision, the Governor has had to 
delay the ban on MTBE to avoid dramatic price increases at the 
pump. This means California groundwater will continue to face the 
threat of contamination and California consumers and refiners will 
continue to face massive uncertainties. 

The President’s decision is truly remarkable, because it appears 
to be bad for consumers, bad for the environment and bad for Cali¬ 
fornia’s refining industry. So who benefits from this decision? Well, 
it’s been widely reported that the ethanol industry lobbied against 
the California waiver, and I know the ethanol industry is very 
much with the administration and Senator Daschle in the bill 
that’s now pending. 

Other special interests may have played a role in the administra¬ 
tion’s decision. Lobbying disclosure documents and press reports 
provide evidence that companies involved in the MTBE industry, 
such as Enron, also lobbied against the California waiver. Enron 
and other MTBE companies took the cynical approach that, with¬ 
out the California waiver, California would have to delay their 
MTBE ban; and, sadly, they’ve turned out to be right. 

To better understand the extent to which Enron or other compa¬ 
nies in the MTBE industry influenced the decision, I’ve written to 
Vice President Cheney, the Department of Energy, the U.S. EPA, 
and OMB Director Mitch Daniels, and I’m going to ask unanimous 
consent that my letters be attached to my statement today as part 
of the record. 

Mr. Ose. Without objection. 

[The information referred to follows:] 
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HENRY A. WAXMAN 
29th District, California 

April 23, 2002 
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COMMITTEE ON GOVERNMENT 
REFORM 

MEMBER 

COMMITTEE ON ENERGY AND 
COMMERCE 


The Honorable Christine Todd Whitman 
Administrator 

U.S. Environmental Protection Agency 
1200 Pennsylvania Avenue, N.W. 
Washington, DC 20460 

Dear Administrator Whitman: 


One of the first decisions of the Bush Administration was to deny California’s request for 
a waiver from the federal reformulated gasoline oxygenate requirement. This decision was a 
surprise to many, as it reversed the experts at EPA and ignored the bipartisan support for the 
waiver from California’s delegation. It is expected that this decision will balkanize Western fuel 
supplies and result in worse air quality and higher gasoline costs for consumers in California. 

Although it has not been widely known, the Enron Corporation had a significant financial 
stake in the MTBE industry, and a recent review of lobbying disclosure records reveals that 
Enron lobbied on this issue. Details have not yet been released on many of Enron’s contacts with 
the Administration, but Enron’s influence within the Administration appears to have been 
substantial. Additionally, as a member of the Administration’s transition team, Enron’s CEO 
Ken Lay was in a prime position to influence early Administration decisions such as this one. I 
am writing to request that you provide all relevant information regarding whether Mr. Lay or any 
other representative of Enron had a role in the Administration’s decision to deny California’s 
waiver request. 


The Waiver Denial 


As you know, California Governor Gray Davis in April 1999 requested the waiver of the 
oxygenate requirement of the reformulated gasoline provisions of the Clean Air Act in order to 
facilitate California’s phase out of the fuel additive methyl tertiary butyl ether (MTBE). He took 
this action because MTBE has contaminated groundwater throughout California. 

The state of California provided exhaustive scientific information in support of the 
waiver. After a lengthy review, EPA’s technical and professional staff concluded that a waiver 
of the relevant part of the oxygenate standard was indeed technically warranted and legally 
justified. 

In fact, EPA prepared a proposed rule granting the needed partial waiver. EPA stated: 

We conclude that compliance with the 2.0 weight percent oxygen content 
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requirement... would interfere with attainment of the [national ambient air 

quality standards] for ozone and [particulate matter]. 1 

EPA stated further that the waiver would allow “the flexibility for the state to achieve the 
greatest additional NOx reductions possible.” 2 

California’s request for a waiver had broad bipartisan support within California. On 
April 6, 2001, every member of the California House delegation requested that the 
Administration grant California’s waiver request. However, the waiver request was opposed by 
several industries. The most visible opponent was the ethanol industry. The MTBE industry also 
opposed the waiver. 

On June 12,2001, the Administration decided to deny the waiver request, reversing 
EPA’s previous determination that a partial waiver was warranted. This decision imposed large 
costs on California. The state of California has estimated that denying the waiver would cost the 
state an additional $450 million each year. 3 In fact, the Governor of California notified Members 
of Congress on February 26, 2002, that historical evidence indicated that banning MTBE without 
a waiver of the federal oxygenate mandate could result in a doubling of the price of gasoline. To 
avoid this result, the Governor announced a one-year delay in the banning of MTBE on March 
14, 2002. 5 


Enron and MTBE 


It is well know that the decision by the Bush Administration to deny California’s waiver 
benefited the ethanol industry. It is much less known, however, that the decision to deny the 
waiver also provided a significant benefit to Enron and other MTBE producers. But in fact, this 
is just what has happened. Once California’s oxygenate waiver was denied, some in industry 


'EPA, Regulation of Fuel and Fuel Additives: Waiver of the Reformulated Gasoline 
Oxygen Content Requirement for California Covered Areas, Draft Notice of Proposed 
Rulemaking at 16, (Jan. 200I)(available online at 

http://www.house.gov/reform/min/inves_energy/index.htm). 

2 Id. At 21. 

Statement by Governor Gray Davis on Bush Administration Denial of California s 
Oxygenate Waiver Request (June 12, 2001). 

4 Letter from Gov. Gray Davis to Sen. Tom Daschle (Feb. 26, 2002). 

^Executive Order D-52-02 by the Governor of the State of California (March 14,2002). 
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publicly predicted that California would have no choice but to permit the continued use of MTBE 
in reformulated gasoline in California. 6 This prediction turned out to be true, and the pro-MTBE 
lobby hailed California’s decision to continue to allow the use of MTBE for an additional year. 7 

Enron was one of the beneficiaries of the waiver denial because it is involved in many 
aspects of the MTBE industry. MTBE is made from methanol, which is produced from natural 
gas. Enron had its roots as a natural gas company, and it also owned methanol plants. For 
example, Enron owned a plant in La Porte, Texas, with a 400,000 barrel per day capacity for 
producing methanol. 8 In addition, Enron’s Morgan’s Point plant produced MTBE and was, in 
fact, one of the largest MTBE plants of its type. 9 Enron also traded MTBE profitably. 10 

In July 2001, Enron sold the Morgan’s Point MTBE plant and accompanying pipeline to 
EOTT Energy Partners (whose general partner is a wholly-owned subsidiary of Enron) for 
approximately $120 million. EOTT signed a 10-year agreement to sell the production from the 
MTBE plant to Enron, with a 10-year storage and transportation agreement for the use of the 
storage facility and pipelines. Under this agreement Enron agreed to provide the feedstock and 
take the plant's output, paying EOTT a fee for producing the fuel additive. Thus, Enron retained 
a strong financial interest in the continued use of MTBE. 11 

Enron’s financial interest was threatened by California’s phase out of MTBE, as well as 
efforts in Congress to ban MTBE nationally. According to Chemical Market Associates, Inc. 
(CMAI), “[i]f the phase-out scenario goes ahead, CMAI expects around 7 [million] tonne/year of 
MTBE capacity will be shutdown, with inevitable repercussions on the US methanol industry. 


6 California Could Delay MTBE Deadline, Chemical Market Reporter (December 17, 

2001). 

’Oxygenated Fuels Association, Press Release, OF A Welcomes Davis Delay of MTBE 
Ban (March 15, 2002). 

8 Enron Restarts MTBE Plant , The Oil Daily (April 16, 2001). 

9 EOTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part of 
$120 million deal, Houston Chronicle (July 3, 2001). 

m E.g., Gulf MTBE Prices Hold up as Big Traders Bat Barrels Around, Oxy-Fuel News 
(May 21, 2001). 

n EOTT buys MTBE plant from Enron /Natural gas storage facility, pipelines also part 
of $120 million deal, Houston Chronicle (July 3, 2001). 
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On-purpose MTBE production will either convert to alternate products or shutdown.” 12 

Enron’s MTBE Lobbying 

Not only was Enron a significant MTBE producer, it also lobbied vigorously on MTBE 
issues. According to the Financial Times, Enron Clean Fuels Company and other MTBE 
producers “revived” the Oxygenated Fuels Association (OFA), the principal pro-MTBE lobbying 
group. 13 At the time of the denial of California’s waiver request, it was reported that the OFA 
had lobbied the White House to deny the California waiver. 14 

Moreover, Enron itself lobbied on at least thirteen bills addressing MTBE. Most of these 
would have banned MTBE or allowed states to opt out of the oxygenate requirement, which 
would have substantially reduced the use of MTBE and allowed it to be phased out. 15 In 
addition, Enron lobbied on related issues such as tax credits for ethanol and alternative fuel 
vehicles. 

While it is impossible to identify the amounts that Enron spent on MTBE lobbying versus 
other lobbying activities, Enron reported spending over $1.5 million on lobbying activities in 
2000, and over $2.9 million in the first six months of 2001. 

Requests for Information 

In order to understand the role played by Enron in the decision to deny California’s 
MTBE waiver, I request that you provide the following information: 

1. Did you, any other person in your Agency, or to your knowledge any other official in the 

Administration have any communications with Mr. Lay or any other Enron or OFA 


12 Market put out by shutdowns , Chemical Market Reporter (April 2, 2001). 

13 Bills may pave way for rise in ethanol output. Financial Times (December 20, 2001). 

H Gas Prices at Stake in State’s Ethanol Feud Policy: Agriculture vs. oil as California 
seeks a waiver on corn-based additive, Los Angeles Times (May 4, 2001). 

l5 See Lobbying Reports filed with the Clerk of the House of Representatives for lobbyists 
retained or employed by Enron for the years 2000 and 2001. Specific bills listed are: S. 2233, 
H.R. 3536, H.R. 4011, H.R. 4120, S. 1037, S. 2723, H.R. 11, H.R. 1367, H.R. 1368, H.R. 1705, 
S. 645, H.R. 4303; H.R. 3798. Entities lobbied include: the Council on Environmental Quality; 
the Department of Energy; the Department of Interior; the Environmental Protection Agency; the 
U.S. House of Representatives; and the U.S. Senate. 
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officials or representatives regarding the issue of California’s waiver request or 
issues relating to MTBE? 

2. For each communication identified in question 1, please provide the names of the persons 
involved, the dates of the communication, the form of communication, a summary of the 
information exchanged or matters discussed during the communication, and copies of any 
written materials or electronic communications provided by Enron or OFA or their 
representatives. 

I request that you respond to this letter by May 17, 2002. Thank you for your attention to 
this matter. 


Sincerely, 




Henry A. Waxman 
Member of Congress 
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HENRY A. WAXMAN 

29th District, California 

April 23, 2002 


SENIOR DEMOCRATIC MEMBER 
COMMITTEE ON GOVERNMENT 
REFORM 
MEMBER 

COMMITTEE ON ENERGY AND 
COMMERCE 


The Vice President 

The Eisenhower Executive Office Building 
Washington, DC 20501 

Dear Mr. Vice President: 

One of the first decisions of the Bush Administration was to deny California’s request for 
a waiver from the federal reformulated gasoline oxygenate requirement. This decision was a 
surprise to many, as it reversed the experts at EPA and ignored the bipartisan support for the 
waiver from California’s delegation. It is expected that this decision will balkanize Western fuel 
supplies and result in worse air quality and higher gasoline costs for consumers in California. 

Although it has not been widely known, the Enron Corporation had a significant financial 
stake in the MTBE industry, and a recent review of lobbying disclosure records reveals that 
Enron lobbied on this issue. Details have not yet been released on many of Enron’s contacts with 
the Administration, but Enron’s influence within the Administration appears to have been 
substantial. Additionally, as a member of the Administration’s transition team, Enron’s CEO 
Ken Lay was in a prime position to influence early Administration decisions such as this one. I 
am writing to request that you provide all relevant information regarding whether Mr. Lay or any 
other representative of Enron had a role in the Administration’s decision to deny California’s 
waiver request. 


The Waiver Denial 


As you know, California Governor Gray Davis in April 1999 requested the waiver of the 
oxygenate requirement of the reformulated gasoline provisions of the Clean Air Act in order to 
facilitate California’s phase out of the fuel additive methyl tertiary butyl ether (MTBE). He took 
this action because MTBE has contaminated groundwater throughout California. 

The state of California provided exhaustive scientific information in support of the 
waiver. After a lengthy review, EPA’s technical and professional staff concluded that a waiver 
of the relevant part of the oxygenate standard was indeed technically warranted and legally 
justified. 

In fact, EPA prepared a proposed rule granting the needed partial waiver. EPA stated: 

We conclude that compliance with the 2.0 weight percent oxygen content 
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requirement... would interfere with attainment of the [national ambient air 
quality standards] for ozone and [particulate matter]. 1 

EPA stated further that the waiver would allow “the flexibility for the state to achieve the 
greatest additional NOx reductions possible.” 2 

California’s request for a waiver had broad bipartisan support within California. On 
April 6, 2001, every member of the California House delegation requested that the 
Administration grant California’s waiver request. However, the waiver request was opposed by 
several industries. The most visible opponent was the ethanol industry. The MTBE industry also 
opposed the waiver. 

On June 12, 2001, the Administration decided to deny the waiver request, reversing 
EPA’s previous determination that a partial waiver was warranted. This decision imposed large 
costs on California. The state of California has estimated that denying the waiver would cost the 
state an additional $450 million each year. 3 In fact, the Governor of California notified Members 
of Congress on February 26, 2002, that historical evidence indicated that banning MTBE without 
a waiver of the federal oxygenate mandate could result in a doubling of the price of gasoline. 4 To 
avoid this result, the Governor announced a one-year delay in the banning of MTBE on March 
14, 2002. 5 


Enron and MTBE 


It is well know that the decision by the Bush Administration to deny California’s waiver 
benefitted the ethanol industry. It is much less known, however, that the decision to deny the 
waiver also provided a significant benefit to Enron and other MTBE producers. But in fact, this 
is just what has happened. Once California’s oxygenate waiver was denied, some in industry 


'EPA, Regulation of Fuel and Fuel Additives: Waiver of the Reformulated Gasoline 
Oxygen Content Requirement for California Covered Areas, Draft Notice of Proposed 
Rulemaking at 16, (Jan. 2001)(available online at 
http://www.house.gov/reform/minyinves_energyyindex.htm). 

2 Id. At 21. 

Statement by Governor Gray Davis on Bush Administration Denial of California’s 
Oxygenate Waiver Request (June 12, 2001). 

4 Letter from Gov. Gray Davis to Sen. Tom Daschle (Feb. 26, 2002). 

Executive Order D-52-02 by the Governor of the State of California (March 14, 2002). 
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publicly predicted that California would have no choice but to permit the continued use of MTBE 
in reformulated gasoline in California. 6 This prediction turned out to be true, and the pro-MTBE 
lobby hailed California’s decision to continue to allow the use of MTBE for an additional year. 7 

Enron was one of the beneficiaries of the waiver denial because it is involved in many 
aspects of the MTBE industry. MTBE is made from methanol, which is produced from natural 
gas. Enron had its roots as a natural gas company, and it also owned methanol plants. For 
example, Enron owned a plant in La Porte, Texas, with a 400,000 barrel per day capacity for 
producing methanol. 8 In addition, Enron’s Morgan’s Point plant produced MTBE and was, in 
fact, one of the largest MTBE plants of its type. 9 Enron also traded MTBE profitably. 10 

In July 2001, Enron sold the Morgan’s Point MTBE plant and accompanying pipeline to 
EOTT Energy Partners (whose general partner is a wholly-owned subsidiary of Enron) for 
approximately $120 million. EOTT signed a 10-year agreement to sell the production from the 
MTBE plant to Enron, with a 10-year storage and transportation agreement for the use of the 
storage facility and pipelines. Under this agreement Enron agreed to provide the feedstock and 
take the plant's output, paying EOTT a fee for producing the fuel additive. Thus, Enron retained 
a strong financial interest in the continued use of MTBE. 11 

Enron’s financial interest was threatened by California’s phase out of MTBE, as well as 
efforts in Congress to ban MTBE nationally. According to Chemical Market Associates, Inc. 
(CMAI), “[i]f the phase-out scenario goes ahead, CMAI expects around 7 [million] tonne/year of 
MTBE capacity will be shutdown, with inevitable repercussions on the US methanol industry. 


6 California Could Delay MTBE Deadline, Chemical Market Reporter (December 17, 

2001 ). 


7 Oxygenated Fuels Association, Press Release, OF A Welcomes Davis Delay of MTBE 
Ban (March 15, 2002). 

s Enron Restarts MTBE Plant, The Oil Daily (April 16, 2001). 

9 EOTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part of 
$120 million deal , Houston Chronicle (July 3, 2001). 

l0 E.g., Gulf MTBE Prices Hold up as Big Traders Bat Barrels Around, Oxy-Fuel News 
(May 21,2001). 

11 EOTT buys MTBE plant from Enron /Natural gas storage facility, pipelines also part 
of $120 million deal, Houston Chronicle (July 3, 2001). 
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On-purpose MTBE production will either convert to alternate products or shutdown.” 12 

Enron’s MTBE Lobbying 

Not only was Enron a significant MTBE producer, it also lobbied vigorously on MTBE 
issues. According to the Financial Times , Enron Clean Fuels Company and other MTBE 
producers “revived” the Oxygenated Fuels Association (OFA), the principal pro-MTBE lobbying 
group. 13 At the time of the denial of California’s waiver request, it was reported that the OFA 
had lobbied the White House to deny the California waiver. 14 

Moreover, Enron itself lobbied on at least thirteen bills addressing MTBE. Most of these 
would have banned MTBE or allowed states to opt out of the oxygenate requirement, which 
would have substantially reduced the use of MTBE and allowed it to be phased out. 15 In 
addition, Enron lobbied on related issues such as tax credits for ethanol and alternative fuel 
vehicles. 

While it is impossible to identify the amounts that Enron spent on MTBE lobbying versus 
other lobbying activities, Enron reported spending over $1.5 million on lobbying activities in 
2000, and over $2.9 million in the first six months of 2001. 

Requests for Information 

In order to understand the role played by Enron in the decision to deny California’s 
MTBE waiver, I request that you provide the following information: 

. 1. Did you, any other person in your Office, or to your knowledge any other official in the 

Administration have any communications with Mr. Lay or any other Enron or OFA 


l2 Market put out by shutdowns, Chemical Market Reporter (April 2, 2001). 

i3 Bills may pave way for rise in ethanol output, Financial Times (December 20, 2001). 

H Gas Prices at Slake in State's Ethanol Feud Policy: Agriculture vs. oil as California 
seeks a waiver on corn-based additive, Los Angeles Times (May 4, 2001). 

l5 See Lobbying Reports filed with the Clerk of the House of Representatives for lobbyists 
retained or employed by Enron for the years 2000 and 2001. Specific bills listed are: S. 2233, 
H.R. 3536, H.R. 4011, H.R. 4120, S. 1037, S. 2723, H.R. 11, H.R. 1367, H.R. 1368, H.R. 1705, 
S. 645, H.R. 4303; H.R. 3798. Entities lobbied include: the Council on Environmental Quality; 
the Department of Energy; the Department of Interior; the Environmental Protection Agency; the 
U.S. House of Representatives; and the U.S. Senate. 
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officials or representatives regarding the issue of California’s waiver request or 
issues relating to MTBE? 

2. For each communication identified in question 1, please provide the names of the persons 
involved, the dates of the communication, the form of communication, a summary of the 
information exchanged or matters discussed during the communication, and copies of any 
written materials or electronic communications provided by Enron or OFA or their 
representatives. 

I request that you respond to this letter by May 17, 2002. Thank you for your attention to 
this matter. 


Sincerely, 



-j 

xman ' 


Member of Congress 
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Congress of tf )t ifnitcb States 
House of Jkepmmtattbes 
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HENRY A. WAXMAN 

29th District, California 

April 23, 2002 


SENIOR DEMOCRATIC MEMBER 
COMMITTEE ON GOVERNMENT 
REFORM 

MEMBER 

COMMITTEE ON ENERGY AND 
COMMERCE 


Mr. Mitchell E. Daniels, Jr. 

Director 

Office of Management and Budget 
Washington, DC 20503 

Dear Director Daniels: 

One of the first decisions of the Bush Administration was to deny California’s request for 
a waiver from the federal reformulated gasoline oxygenate requirement. This decision was a 
surprise to many, as it reversed the experts at EPA and ignored the bipartisan support for the 
waiver from California’s delegation. It is expected that this decision will balkanize Western fuel 
supplies and result in worse air quality and higher gasoline costs for consumers in California. 

Although it has not been widely known, the Enron Corporation had a significant financial 
stake in the MTBE industry, and a recent review of lobbying disclosure records reveals that 
Enron lobbied on this issue. Details have not yet been released on many of Enron’s contacts with 
the Administration, but Enron’s influence within the Administration appears to have been 
substantial. Additionally, as a member of the Administration’s transition team, Enron’s CEO 
Ken Lay was in a prime position to influence early Administration decisions such as this one. I 
am writing to request that you provide all relevant information regarding whether Mr. Lay or any 
other representative of Enron had a role in the Administration’s decision to deny California’s 
waiver request. 


The Waiver Denial 


As you know, California Governor Gray Davis in April 1999 requested the waiver of the 
oxygenate requirement of the reformulated gasoline provisions of the Clean Air Act in order to 
facilitate California’s phase out of the fuel additive methyl tertiary butyl ether (MTBE). He took 
this action because MTBE has contaminated groundwater throughout California. 

The state of California provided exhaustive scientific information in support of the 
waiver. After a lengthy review, EPA’s technical and professional staff concluded that a waiver 
of the relevant part of the oxygenate standard was indeed technically warranted and legally 
justified. 

In fact, EPA prepared a proposed rule granting the needed partial waiver. EPA stated: 

We conclude that compliance with the 2.0 weight percent oxygen content 
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requirement... would interfere with attainment of the [national ambient air 
quality standards] for ozone and [particulate matter]. 1 

EPA stated further that the waiver would allow “the flexibility for the state to achieve the 
greatest additional NOx reductions possible.” 2 

California’s request for a waiver had broad bipartisan support within California. On 
April 6, 2001, every member of the California House delegation requested that the 
Administration grant California’s waiver request. However, the waiver request was opposed by 
several industries. The most visible opponent was the ethanol industry. The MTBE industry also 
opposed the waiver. 

On June 12,2001, the Administration decided to deny the waiver request, reversing 
EPA’s previous determination that a partial waiver was warranted. This decision imposed large 
costs on California. The state of California has estimated that denying the waiver would cost the 
state an additional $450 million each year. 3 In fact, the Governor of California notified Members 
of Congress on February 26, 2002, that historical evidence indicated that banning MTBE without 
a waiver of the federal oxygenate mandate could result in a doubling of the price of gasoline. 4 To 
avoid this result, the Governor announced a one-year delay in the banning of MTBE on March 
14, 2002. 5 


Enron and MTBE 

It is well know that the decision by the Bush Administration to deny California’s waiver 
benefitted the ethanol industry. It is much less known, however, that the decision to deny the 
waiver also provided a significant benefit to Enron and other MTBE producers. But in fact, this 
is just what has happened. Once California’s oxygenate waiver was denied, some in industry 


l EPA, Regulation of Fuel and Fuel Additives: Waiver of the Reformulated Gasoline 
Oxygen Content Requirement for California Covered Areas, Draft Notice of Proposed 
Rulemaking at 16, (Jan. 200l)(available online at 

http://www.house.gov/reform/min/inves_energy/index.htm). 

2 Id. At 21. 

Statement by Governor Gray Davis on Bush Administration Denial of California’s 
Oxygenate Waiver Request (June 12, 2001). 

“Letter from Gov. Gray Davis to Sen. Tom Daschle (Feb. 26, 2002). 

^Executive Order D-52-02 by the Governor of the State of California (March 14,2002). 
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publicly predicted that California would have no choice but to permit the continued use of MTBE 
in reformulated gasoline in California. 6 This prediction turned out to be true, and the pro-MTBE 
lobby hailed California’s decision to continue to allow the use of MTBE for an additional year. 7 

Enron was one of the beneficiaries of the waiver denial because it is involved in many 
aspects of the MTBE industry. MTBE is made from methanol, which is produced from natural 
gas. Enron had its roots as a natural gas company, and it also owned methanol plants. For 
example, Enron owned a plant in La Porte, Texas, with a 400,000 barrel per day capacity for 
producing methanol. 8 In addition, Enron’s Morgan’s Point plant produced MTBE and was, in 
fact, one of the largest MTBE plants of its type. 9 Enron also traded MTBE profitably. 10 

In July 2001, Enron sold the Morgan’s Point MTBE plant and accompanying pipeline to 
EOTT Energy Partners (whose general partner is a wholly-owned subsidiary of Enron) for 
approximately $120 million. EOTT signed a 10-year agreement to sell the production from the 
MTBE plant to Enron, with a 10-year storage and transportation agreement for the use of the 
storage facility and pipelines. Under this agreement Enron agreed to provide the feedstock and 
take the plant's output, paying EOTT a fee for producing the fuel additive. Thus, Enron retained 
a strong financial interest in the continued use of MTBE. 11 

Enron’s financial interest was threatened by California’s phase out of MTBE, as well as 
efforts in Congress to ban MTBE nationally. According to Chemical Market Associates, Inc. 
(CMAI), “[i]f the phase-out scenario goes ahead, CMAI expects around 7 [million] tonne/year of 
MTBE capacity will be shutdown, with inevitable repercussions on the US methanol industry. 


6 California Could Delay MTBE Deadline, Chemical Market Reporter (December 17, 

2001 ). 

’Oxygenated Fuels Association, Press Release, OF A Welcomes Davis Delay of MTBE 
Ban (March 15, 2002). 

8 Enron Restarts MTBE Plant , The Oil Daily (April 16, 2001). 

9 EOTT buys MTBE plant from Enron /Natural gas storage facility, pipelines also part of 
$120 million deal, Houston Chronicle (July 3, 2001). 

10 £.g., Gulf MTBE Prices Hold up as Big Traders Bat Barrels Around, Oxy-Fuel News 
(May 21, 2001). 

"EOTT buys MTBE plant from Enron /Natural gas storage facility, pipelines also part 
of $120 million deal, Houston Chronicle (July 3, 2001). 
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On-purpose MTBE production will either convert to alternate products or shutdown.” 12 

Enron’s MTBE Lobbying 

Not only was Enron a significant MTBE producer, it also lobbied vigorously on MTBE 
issues. According to the Financial Times, Enron Clean Fuels Company and other MTBE 
producers “revived” the Oxygenated Fuels Association (OFA), the principal pro-MTBE lobbying 
group. 13 At the time of the denial of California’s waiver request, it was reported that the OFA 
had lobbied the White House to deny the California waiver. 14 

Moreover, Enron itself lobbied on at least thirteen bills addressing MTBE. Most of these 
would have banned MTBE or allowed states to opt out of the oxygenate requirement, which 
would have substantially reduced the use of MTBE and allowed it to be phased out. 15 In 
addition, Enron lobbied on related issues such as tax credits for ethanol and alternative fuel 
vehicles. 

While it is impossible to identify the amounts that Enron spent on MTBE lobbying versus 
other lobbying activities, Enron reported spending over $1.5 million on lobbying activities in 
2000, and over $2.9 million in the first six months of 2001. 

Requests for Information 

In order to understand the role played by Enron in the decision to deny California’s 
MTBE waiver, I request that you provide the following information: 

1. Did you, any other person in your Office, or to your knowledge any other official in the 
Administration have any communications with Mr. Lay or any other Enron or OFA 


12 Market put out by shutdowns. Chemical Market Reporter (April 2, 2001). 

u Bills may pave way for rise in ethanol output. Financial Times (December 20, 2001). 

u Gas Prices at Stake in State’s Ethanol Feud Policy: Agriculture vs. oil as California 
seeks a waiver on corn-based additive, Los Angeles Times (May 4, 2001). 

]5 See Lobbying Reports filed with the Clerk of the House of Representatives for lobbyists 
retained or employed by Enron for the years 2000 and 2001. Specific bills listed are: S. 2233, 
H.R. 3536, H.R. 4011,H.R. 4120, S. 1037, S. 2723, H.R. 11,H.R. 1367, H.R. 1368, H.R. 1705, 
S. 645, H.R. 4303; H.R. 3798. Entities lobbied include: the Council on Environmental Quality; 
the Department of Energy; the Department of Interior; the Environmental Protection Agency; the 
U.S. House of Representatives; and the U.S. Senate. 
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officials or representatives regarding the issue of California’s waiver request or 
issues relating to MTBE? 

2. For each communication identified in question 1, please provide the names of the persons 
involved, the dates of the communication, the form of communication, a summary of the 
information exchanged or matters discussed during the communication, and copies of any 
written materials or electronic communications provided by Enron or OFA or their 
representatives. 

I request that you respond to this letter by May 17, 2002. Thank you for your attention to 
this matter. 

Sincerely, 




Member of Congress 
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2204 Rayburn House Office 8uilding 
Washington, DC 20515-0525 
(202) 225-3976 



Los Angeles, CA 90048-4183 
(323) 651-1040 


Congress of tfjc (Hititeb States 

^ous'e of •Eepresetitatibes 

Washington, ©C 20515-0529 

HENRY A. WAXMAN 
29th District, California 

April 23, 2002 


SENIOR DEMOCRATIC MEMBER 
COMMITTEE ON GOVERNMENT 
REFORM 
MEMBER, 

COMMITTEE ON ENERGY AND 
COMMERCE 


The Honorable Spencer Abraham 
Secretary 

Department of Energy 
1000 Independence Ave., SW 
Washington, DC 20585 


Dear Secretary Abraham: 

One of the first decisions of the Bush Administration was to deny California’s request for 
a waiver from the federal reformulated gasoline oxygenate requirement. This decision was a 
surprise to many, as it reversed the experts at EPA and ignored the bipartisan support for the 
waiver from California’s delegation. It is expected that this decision will balkanize Western fuel 
supplies and result in worse air quality and higher gasoline costs for consumers in California. 

Although it has not been widely known, the Enron Corporation had a significant financial 
stake in the MTBE industry, and a recent review of lobbying disclosure records reveals that 
Enron lobbied on this issue. Details have not yet been released on many of Enron’s contacts with 
the Administration, but Enron’s influence within the Administration appears to have been 
substantial. Additionally, as a member of the Administration’s transition team, Enron’s CEO 
Ken Lay was in a prime position to influence early Administration decisions such as this one. I 
am writing to request that you provide all relevant information regarding whether Mr. Lay or any 
other representative of Enron had a role in the Administration’s decision to deny California’s 
waiver request. 


The Waiver Denial 


As you know, California Governor Gray Davis in April 1999 requested the waiver of the 
oxygenate requirement of the reformulated gasoline provisions of the Clean Air Act in order to 
facilitate California’s phase out of the fuel additive methyl tertiary butyl ether (MTBE). He took 
this action because MTBE has contaminated groundwater throughout California. 

The state of California provided exhaustive scientific information in support of the 
waiver. After a lengthy review, EPA’s technical and professional staff concluded that a waiver 
of the relevant part of the oxygenate standard was indeed technically warranted and legally 
justified. 

In fact, EPA prepared a proposed rule granting the needed partial waiver. EPA stated: 

We conclude that compliance with the 2.0 weight percent oxygen content 
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requirement... would interfere with attainment of the [national ambient air 
quality standards] for ozone and [particulate matter]. 1 

EPA stated further that the waiver would allow “the flexibility for the state to achieve the 
greatest additional NOx reductions possible.” 2 

California’s request for a waiver had broad bipartisan support within California. On 
April 6, 2001, every member of the California House delegation requested that the 
Administration grant California’s waiver request. However, the waiver request was opposed by 
several industries. The most visible opponent was the ethanol industry. The MTBE industry also 
opposed the waiver. 

On June 12,2001, the Administration decided to deny the waiver request, reversing 
EPA’s previous determination that a partial waiver was warranted. This decision imposed large 
costs on California. The state of California has estimated that denying the waiver would cost the 
state an additional $450 million each year. 3 In fact, the Governor of California notified Members 
of Congress on February 26,2002, that historical evidence indicated that banning MTBE without 
a waiver of the federal oxygenate mandate could result in a doubling of the price of gasoline. 4 To 
avoid this result, the Governor announced a one-year delay in the banning of MTBE on March 
14, 2002. 5 

Enron and MTBE 


It is well know that the decision by the Bush Administration to deny California’s waiver 
benefitted the ethanol industry. It is much less known, however, that the decision to deny the 
waiver also provided a significant benefit to Enron and other MTBE producers. But in fact, this 
is just what has happened. Once California’s oxygenate waiver was denied, some in industry 


‘EPA, Regulation of Fuel and Fuel Additives: Waiver of the Reformulated Gasoline 
Oxygen Content Requirement for California Covered Areas, Draft Notice of Proposed 
Rulemaking at 16, (Jan. 200l)(available online at 
http://www.house.gov/reform/min/inves_energy/index.htm). 

2 ld. At 21. 

Statement by Governor Gray Davis on Bush Administration Denial of California’s 
Oxygenate Waiver Request (June 12, 2001). 

4 Letter from Gov. Gray Davis to Sen. Tom Daschle (Feb. 26, 2002). 

Executive Order D-52-02 by the Governor of the State of California (March 14, 2002). 
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publicly predicted that California would have no choice but to permit the continued use of MTBE 
in reformulated gasoline in California. 6 This prediction turned out to be true, and the pro-MTBE 
lobby hailed California’s decision to continue to allow the use of MTBE for an additional year. 7 

Enron was one of the beneficiaries of the waiver denial because it is involved in many 
aspects of the MTBE industry. MTBE is made from methanol, which is produced from natural 
gas. Enron had its roots as a natural gas company, and it also owned methanol plants. For 
example, Enron owned a plant in La Porte, Texas, with a 400,000 barrel per day capacity for 
producing methanol. 8 In addition, Enron’s Morgan’s Point plant produced MTBE and was, in 
fact, one of the largest MTBE plants of its type. 9 Enron also traded MTBE profitably. 10 

In July 2001, Enron sold the Morgan’s Point MTBE plant and accompanying pipeline to 
EOTT Energy Partners (whose general partner is a wholly-owned subsidiary of Enron) for 
approximately $120 million. EOTT signed a 10-year agreement to sell the production from the 
MTBE plant to Enron, with a 10-year storage and transportation agreement for the use of the 
storage facility and pipelines. Under this agreement Enron agreed to provide the feedstock and 
take the plant's output, paying EOTT a fee for producing the fuel additive. Thus, Enron retained 
a strong financial interest in the continued use of MTBE." 

Enron’s financial interest was threatened by California’s phase out of MTBE, as well as 
efforts in Congress to ban MTBE nationally. According to Chemical Market Associates, Inc. 
(CMAI), “[i]f the phase-out scenario goes ahead, CMAI expects around 7 [million] tonne/year of 
MTBE capacity will be shutdown, with inevitable repercussions on the US methanol industry. 


6 California Could Delay MTBE Deadline , Chemical Market Reporter (December 17, 

2001 ). 


’Oxygenated Fuels Association, Press Release, OF A Welcomes Davis Delay of MTBE 
Ban (March 15, 2002). 

s Enron Restarts MTBE Plant , The Oil Daily (April 16, 2001). 

9 EOTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part of 
$120 million deal, Houston Chronicle (July 3, 2001). 

l0 E.g., Gulf MTBE Prices Hold up as Big Traders Bat Barrels Around, Oxy-Fuel News 
(May 21, 2001). " 

u EOTT buys MTBE plant from Enron /Natural gas storage facility, pipelines also part 
of $120 million deal, Houston Chronicle (July 3, 2001). 
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On-purpose MTBE production will either convert to alternate products or shutdown.” 12 

Enron 1 s MTBE Lobbying 

Not only was Enron a significant MTBE producer, it also lobbied vigorously on MTBE 
issues. According to the Financial Times, Enron Clean Fuels Company and other MTBE 
producers “revived” the Oxygenated Fuels Association (OFA), the principal pro-MTBE lobbying 
group. 13 At the time of the denial of California’s waiver request, it was reported that the OFA 
had lobbied the White House to deny the California waiver. 14 

Moreover, Enron itself lobbied on at least thirteen bills addressing MTBE. Most of these 
would have banned MTBE or allowed states to opt out of the oxygenate requirement, which 
would have substantially reduced the use of MTBE and allowed it to be phased out. 15 In 
addition, Enron lobbied on related issues such as tax credits for ethanol and alternative fuel 
vehicles. 

While it is impossible to identify the amounts that Enron spent on MTBE lobbying versus 
other lobbying activities, Enron reported spending over $1.5 million on lobbying activities in 
2000, and over $2.9 million in the first six months of 2001. 

Requests for Information 

In order to understand the role played by Enron in the decision to deny California’s 
MTBE waiver, I request that you provide the following information: 

1. Did you, any other person in your Department, or to your knowledge any other official in 

the Administration.have any communications with Mr. Lay or any other Enron or OFA 


n Market put out by shutdowns , Chemical Market Reporter (April 2, 2001). 

13 Bills may pave way for rise in ethanol output. Financial Times (December 20, 2001). 

14 Gas Prices at Stake in State’s Ethanol Feud Policy: Agriculture vs. oil as California 
seeks a waiver on corn-based additive, Los Angeles Times (May 4, 2001). 

l5 See Lobbying Reports filed with the Clerk of the House of Representatives for lobbyists 
retained or employed by Enron for the years 2000 and 2001. Specific bills listed are: S. 2233, 
H.R. 3536, H.R. 4011, H.R. 4120, S. 1037, S. 2723, H.R. 11, H.R. 1367, H.R. 1368, H.R. 1705, 
S. 645, H.R. 4303; H.R. 3798. Entities lobbied include: the Council on Environmental Quality; 
the Department of Energy; the Department of Interior; the Environmental Protection Agency; the 
U.S. House of Representatives; and the U.S. Senate. 
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officials or representatives regarding the issue of California’s waiver request or 
issues relating to MTBE? 

2. For each communication identified in question 1, please provide the names of the persons 
involved, the dates of the communication, the form of communication, a summary of the 
information exchanged or matters discussed during the communication, and copies of any 
written materials or electronic communications provided by Enron or OFA or their 
representatives. 

I request that you respond to this letter by May 17, 2002. Thank you for your attention to 
this matter. 


Sincerely, 



Member of Congress 
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Mr. Waxman. I expect a considerable discussion in this hearing 
today and especially from the next panel, regarding the legislation 
the Senate has designed to ban MTBE and replace it with a renew¬ 
able fuels standard. I’m hoping we’ll hear from others in this hear¬ 
ing on this legislation. 

We should be taking a thoughtful approach to this legislation to 
assure that we don’t create new problems in trying to solve existing 
ones. Ultimately, decisions about our fuel supply need to be made 
based on the best science; and I noted, Mr. Chairman, you made 
that point very, very clear in your opening statement. 

Our goal should be clear: Minimize air pollution, reduce depend¬ 
ence on foreign oil, and keep costs down. Good science can help us 
achieve these goals. 

What the California delegation did on a bipartisan basis was 
urge that we not have an ethanol requirement, an oxygenated re¬ 
quirement, an MTBE requirement, that we be allowed to have a re¬ 
formulated gasoline that would achieve the environmental goals. If 
California had been allowed to do that, we wouldn’t have to be wor¬ 
ried about the price hikes in gasoline and the shortages that we 
may face and all of the other pollution problems and contamination 
problems resulting from the extended use of MTBE longer than it 
should be permitted. 

So I thank you, Mr. Chairman, for holding this hearing and giv¬ 
ing everyone an opportunity to air this issue out, because I think 
it’s an important one. 

Mr. Ose. I thank the gentleman. 

The gentleman from Connecticut. 

Mr. Shays. Thank the Chairman. Again, thank you for holding 
these hearings. 

I am representing part of the Northeast. We see a very volatile 
cost of gasoline; and it, in my own mind, is based on the points 
made in the second to last paragraph of our chairman: the unstable 
crude oil supply, tight refining capacity, and dizzying arrays of 
Federal and State clean air requirements in particular. 

But the one thing that happens is we still have the supply. The 
price changes, but we have a supply. People don’t have a shortage 
of supply in the sense that when they go, they can get what they 
need, but it costs more at certain times of the year. 

What I’m interested in understanding is, it’s my understanding— 
and I want to be corrected if it’s not true—that we have different 
blends, obviously, during different times of the year. Is that cor¬ 
rect? Nodding of heads doesn’t get recorded. 

Ms. Hutzler. Yes. It’s correct. 

Mr. Shays. And what I then want to understand is, I have been 
told that when we go from one blend to another, we actually have 
to have the tanks empty out before we start the new blend. It 
seems to me that just encourages a shortage of supply and I won¬ 
der why we don’t allow it to be a blend on a blend. In other words, 
they put in the new mixture and over time the new mixture be¬ 
comes the dominant mixture. Why isn’t that allowed? 

In other words, I don’t understand—maybe I’m inaccurate and 
maybe someone else can answer this question, but I don’t under¬ 
stand why we empty a tank, because it just guarantees that you’re 
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going to have shortages. You have to use it all up. Why can’t you 
just start a new blend? 

Ms. Hutzler. Well, the problem with blending the two together 
is that you would no longer meet the requirement. So there are 
specific requirements that have to be met- 

Mr. Shays. But is there something magical at a certain point at 
a certain date that says you have to go from one absolute blend to 
another? Why can’t it become a graduated change from one blend 
to another? I don’t understand it. 

Ms. Bailey. If I can possibly jump in here for a little bit, I’m 
wading into an area that I’m not that familiar with from my own 
personal background. But from the understanding that these tran¬ 
sitions happen winter to summer, I think the transition period hap¬ 
pens sometime between mid-April through about the end of June, 
and then of course you have that blend through the summer. Now, 
these different blends are State, region required, and I think 
they- 

Mr. Shays. I know. They may be required, but does it make 
sense? 

Ms. Bailey. From my reading and what I know, it seems to 
make sense to that locality and that region and according to EPA 
requirements- 

Mr. Shays. Ma’am, I understand the requirements. We’re trying 
to—excuse me, Ms. Bailey. I’m sorry. Ms. Bailey, I understand, I 
think I understand the requirements. What I don’t understand is 
why we haven’t tried to find a way to address it. There’s nothing 
magical about a particular date that all of a sudden you go from 
one blend to another, and all I’m asking is—and if you don’t have 
the expertise to answer or don’t know the answer, that’s another 
issue. I just need to understand why there’s something magical 
about one blend from another and why we have to empty one. 

If you told me that one blend counteracts the other and it creates 
some incredible cocktail that we don’t want, that’s another issue. 

Ms. Bailey. I- 

Mr. Shays. If that’s the issue, then that would be the answer, 
but that would be the only answer that would justify it. 

Ms. Bailey. I was trying to share the knowledge that I did have, 
but I understand that the blends, of course, have to do with the 
needs of the region as well as the volatility of the fuel, considering 
it’s summer versus, for instance, winter. 

Mr. Shays. How many different blends do we have? 

Ms. Bailey. I think at one point there may have been, like, 15 
or so, possibly. 

Mr. Shays. Fifteen different—so that means you have to have 15 
different tanks devoted to that. 

Ms. Bailey. I don’t know that means you have to have different 
tanks. I think the issue is the refineries—the capacity of the refin¬ 
eries, where the refineries are located. I’m from the Midwest. I 
know they use ethanol because of the abundance of corn and refin¬ 
eries in that region are able to produce the needed blends. If their 
blend stocks have to come from the Gulf of Mexico, Gulf Coast 
area, and it has to go to California, obviously, there are other costs 
and premiums required because of that. 

Mr. Ose. The gentleman from Massachusetts for 5 minutes. 
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Mr. Tierney. Thank you, Mr. Chairman. 

I thank the witnesses for being with us today. 

I certainly don’t profess to be an expert on this, so I hope you’ll 
bear with me a little bit. 

Just look at this whole idea about additives. Would you all agree 
that it appears at least that additives do cause groundwater or 
drinking water to be unsafe to a certain degree, particularly the 
MTBE? Is there agreement generally about that? 

Ms. Bailey. I guess that’s what the science has found, that there 
has been—I guess from leakage—some problems. 

Mr. Tierney. And nobody is generally contesting that? There’s 
nobody claiming that’s not the case, am I right? 

Mr. Kovacic. At the FTC we haven’t done any work in the area. 
I’m certainly aware of the work especially that the committee did 
a year ago where there was extensive testimony on the point. 

Ms. Bailey. From my information on it, I just know that detec¬ 
tion of MTBE in our water supply has raised public concern. So 
I’m- 

Mr. Tierney. I raised that, because I looked at the provision in 
the Senate language that would provide a shield for the oil indus¬ 
try from liability for producing the gasoline that poses a threat to 
clean water or safe drinking water, and it doesn’t make sense to 
me that if we have a very limited number of additives that we can 
use and some people are eliminating one of those additives and 
that now we’re telling people that they can produce another addi¬ 
tive or whatever that pollutes or poses a threat and they won’t be 
held responsible or accountable for it if they do. What does that do 
in terms of basically giving people no incentive at all to produce 
any kind of an additive that will, in fact, be good or beneficial and 
certainly at least not harmful to our clean water and our safe 
drinking water? 

Ms. Bailey. If I may answer. 

Mr. Tierney. Please. 

Ms. Bailey. Again, I’m not sure who you’re directing- 

Mr. Tierney. Anybody. Because it doesn’t make any sense to me, 
and I’m wondering if somebody can lend some- 

Ms. Bailey. As I have said in my comments and in my state¬ 
ment, the MTBE issue creates a challenge for public policy. The in¬ 
herent need to balance the energy supply, price concerns, as you’ve 
mentioned, the resolution of environmental concerns that EPA is 
concerned about, air quality, water quality in the different loca¬ 
tions. All we have to go on is our analysis. We have recent EIA 
analysis that shows that the restriction on the use of MTBE could 
impact gasoline supply and increase prices. So what the adminis¬ 
tration is hoping to do is try and balance those issues and come for¬ 
ward with a solution. 

We are aware that there are States—California I know is going 
to ban the use of MTBE, I believe, in 2004. There are other time 
lines for other phase outs of MTBE through State actions. 

Mr. Tierney. I don’t mean to be rude, but we have limited time. 
What’s the policy basis behind saying that if you get rid of MTBE, 
whatever else you use, no matter how bad it is, you won’t be held 
liable? I mean, what’s the administration’s position on that? And 
explain to me how that makes any sense at all how there would 
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be a provision that allows the oil industry to just walk away from 
liability, that does not encourage them, in fact, to have some sub¬ 
stitute that, in fact, it protects or at least doesn’t injure. 

Ms. Bailey. From what I know, the balance in the bill and the 
language in the bill and our support for the use of ethanol, our sup¬ 
port for the oxygenates that the different blends—obviously, we 
have to take into consideration the issues of the industry; and not 
being a part of that negotiation, per se, I’m not quite aware of all 
of the particulars of the issue, but from the standpoint we’re trying 
to balance the needs of energy security, trying to balance the envi¬ 
ronment, trying to balance that along with the economy- 

Mr. Tierney. Well, explain to me any balance at all—you know, 
we’re the government. We’re supposed to be protecting citizens. Ex¬ 
plain to me the balance where it works to allow the industry to 
walk away from liability when they produce something that’s 
harmful to our drinking and our water supply. 

Ms. Bailey. Once again, not knowing all of the particulars, I 
would recognize surely that EPA also has various restrictions and 
detections there, which I’m sure they cannot walk away from. I’m 
not, once again, cognizant of all of the particulars of the negotia¬ 
tion. 

Mr. Tierney. All right. Well, your answer isn’t really satisfac¬ 
tory, but I’m not sure whether that’s because- 

Ms. Bailey. Well, I’ll be glad to get back with you with further 
information. 

Mr. Tierney. Would you? I mean, my question is—and I’d like 
some response in writing, if we’re holding this open—what is the 
administration’s policy argument behind supporting a provision 
that would shield the oil industry from liability when they produce 
a gasoline that poses a threat to clean water or our safe drinking 
water? And that would be the question. I’d love to have an answer 
on that. I really don’t think there is one, but I’m more than willing 
to listen. 

Thank you. I yield the balance of my time. 

Ms. Bailey. Get back with you. Thank you. 

[The information referred to follows:] 

The Administration supports a “safe harbor” provision in order to protect the in¬ 
dustry from liability for use of a chemical mandated by an action of Congress, in 
this case mandated use of ethanol in gasoline. The Administration does not believe 
an industry should be held liable for the possible adverse effects of a product that 
has been specifically mandated by the Federal Government. 

Mr. Ose. The gentleman yields back. 

Mr. Kovacic, I want to go back to this issue on the concentration 
in the refining industry. I have in front of me an analysis by 
Charles River Associates, who Mr. Montgomery on the second 
panel works for, that indicates that the concentration in the East— 
that would be the Petroleum Administration Defense District 1, 2 
and 3 has a rating of 586, keeping in mind the Hirschman- 
Herfindahl Index ratings, that the Petroleum Administration De¬ 
fense District 4 and 5 has a rating of 955 and that the U.S. total, 
the average on a nationwide basis, is 532. Now, I don’t know if 
you’ve seen that or not. My question is that you’ve done an inves¬ 
tigation on the West Coast having to do with all of the factors that 
the FTC considers in determining whether something is con- 
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centrated or not. What was your determination as it relates to 
PADD 5 as to whether or not it was or was not concentrated? 

Mr. Kovacic. To use the Valero transaction as an example of 
how regional circumstances can be very important, in the Califor¬ 
nia market Valero and Diamond Shamrock were two of the leading 
producers of gasoline blends that are acceptable by CARB stand¬ 
ards in California. If we focused on the competitive effect of that 
transaction, we found that allowing the merger would pose a seri¬ 
ous danger, unless cures were imposed, for the production of CARB 
gasoline for the California market. 

That’s an instance in which the HHI Index would have been well 
above the threshold of concern that confronted us. It’s one example 
of an instance in which the broader brush that I suspect the CRA 
study is taking would not have picked up a significant competitive 
problem within California itself. 

Mr. Ose. How you condition that merger accordingly and force 
the liquidation of certain assets- 

Mr. Kovacic. Precisely. 

Mr. Ose [continuing]. And, in the end, the index rating after the 
fact, so to speak, determined by FTC was acceptable? 

Mr. Kovacic. Yes, that’s right; and, in fact, in all of the major 
transactions we have examined involving the West Coast market— 
and in many respects we’ve used a West Coast analysis or a Cali¬ 
fornia analysis—we’ve in fact required divestitures to create com¬ 
petitive conditions that we felt would be acceptable. 

Mr. Ose. Now, when you talk about competitive conditions, are 
you talking about ratings if 1,000—I mean, the HHI Index stand¬ 
ard is a rating of 1,000 or less, the industry is unconcentrated, re¬ 
quiring no competitive review. The HHI Index reading of between 
1,000 and 1,800 indicates an industry moderately concentrated and 
that other factors must be considered; and an HHI Index greater 
than 1,800 indicates an industry that is widely concentrated and 
needs careful scrutiny for any mergers. 

In your analysis, you said that after the conditions were placed, 
you found that the concentration was at an acceptable level. Does 
that mean 500 under the index, 800, 999? I mean, where did you 
find it? 

Mr. Kovacic. I think the crucial point that you mentioned earlier 
is that the numerical thresholds are a starting point, and we con¬ 
sider qualitative factors that bear upon the likelihood that a single 
firm will be able to raise prices acting by itself or a collection of 
firms, acting at arm’s length or collusively, we’d be able to raise 
prices. As a consequence, we tend not to look at a specific numeri¬ 
cal threshold as being the decisive criteria. We examine other qual¬ 
itative factors that would bear upon the acceptability of a specific 
transaction as well. 

Mr. Ose. We are going to examine this until you tell me whether 
we were really close, down around 500, 800? Where were we? Were 
there qualitative factors in the West Coast analysis that were re¬ 
quired because the HHI index reading was above 1,000? 

Mr. Kovacic. Some of the relevant factors included the possibil¬ 
ity that, given the nature of rivalry among firms, whether there 
would be continued competition among them. Another factor is the 
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possibility that shipments from outside the area would exercise a 
constraining influence on the firms. 

Mr. Ose. These were precursor considerations, before the fact? 

Mr. Kovacic. That is correct. 

Mr. Ose. And after the fact, by virtue of the conditions you 
placed, you were able to remove the quantitative analysis below the 
1,000 threshold? 

Mr. Kovacic. We have in a number of instances permitted merg¬ 
ers that had a post-divestiture or post-remedy HHI above 1,000, or 
even above 1,800, so that our aim is not always to push the post¬ 
remedy HHI below a specific threshold, say below 1,800 or below 
1,000. It is to take account of the quality of competition in the mar¬ 
ket so that we are assured that the number of firms remaining and 
the quality of the firms will ensure a robust competitive inter¬ 
action, that there won’t be any reduction in the level of competition 
beyond that existed before the fact. 

Mr. Ose. At the end of the day, relative to PADD 1, you found 
the industry not to be overly concentrated? 

Mr. Kovacic. That is correct. With the solution. 

Mr. Ose. Market conditions were satisfactory? 

Mr. Kovacic. That is correct. With the solutions that we im¬ 
posed. 

Mr. Ose. My time has expired. I am going to recognize the gen¬ 
tleman from Massachusetts. And he and I may well have a little 
conversation here privately. 

I thank the gentleman. 

Same question on the East Coast. You did an investigation on 
the East Coast to determine whether or not the refining industry 
was concentrated to the detriment of the marketplace. 

What did you find there? 

Mr. Kovacic. When we examined transactions such as Exxon’s 
acquisition of Mobil several years ago, there the focus of attention 
was—we were convinced that the refining sector, as such, the refin¬ 
ing features of the transaction didn’t pose a problem on the East 
Coast. 

There, the concern to us was retailing and distribution. And, in 
that instance, the focus of the solution on the East Coast was a 
massive divestiture of retailing assets, terminaling assets, but not 
refineries. 

Mr. Ose. So you found a way to sustain a competitive market¬ 
place with a qualitative adjustment to whatever assets were held 
after the fact by the parties to the transaction? 

Mr. Kovacic. That is correct. Principally by insisting upon retail¬ 
ing and distribution divestitures that placed selected retail stations 
and terminals in the hands of a company that would be a robust 
alternative to the merging parties. 

Mr. Ose. So it is the opinion of the FTC, as it relates to PADD 
1 and PADD 5, that it would be the littoral regions of the country 
on the East and the West Coasts, that the refining industry is not 
overly concentrated? 

Mr. Kovacic. I would say that, subject to solutions that we 
would impose in individual transactions, we have not permitted a 
merger to go forward without solutions that we felt brought things 
to a level that would ensure an adequate level of rivalry. 
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Mr. Ose. OK. The reason I ask that question is, I have the same 
series of questions as they relate to the ethanol industry. And if 
you recall, the Charles River Associates reports, according to the 
information that I have, for PADDs 1, 2 and 3, the HHI index aver¬ 
aged 586. 

On the West Coast for PADDs 4 and 5, the HHI index was 955. 
The U.S. total of the index was 532. Same index, according to the 
GAO, the U.S. ethanol industry’s rating under Herfindahl - 
Hirschman is 1,866, indicating a highly concentrated industry that 
needs careful scrutiny, according to the standards that are in the 
index itself. 

So I would ask you, how concentrated is the ethanol industry? 
Are these numbers accurate? 

Mr. Kovacic. I have seen the GAO study, and I have looked at 
their conclusions. I would be interested to know the data on which 
they built up the conclusions. 

But let’s assume that they have defined what we would call a 
sensible, relevant market. And let’s assume for purposes of discus¬ 
sion that it is an airtight analysis. Certainly, if we were thinking 
about future mergers, applying our standard of an HHI at or above 
1,800 is where we would begin asking very serious questions. 

Mr. Ose. So you would have a red flag waving in the air saying, 
Federal Trade Commission, look at this, by virtue of this number? 

Mr. Kovacic. We would say that once we have crept into that 
zone of concentration in looking at future transactions, these are 
the transactions where we would have the greatest concern, and we 
would be focusing very carefully on qualitative factors that would 
either reinforce the tentative conclusion that we would draw from 
the numbers or disprove them. 

Mr. Ose. All right. This particular 1,866 rating is for the U.S. in¬ 
dustry as a whole? 

Mr. Kovacic. Yes, sir. 

Mr. Ose. In terms of a regional situation in California, how con¬ 
centrated—or for instance, in my friend’s State, Massachusetts, 
how concentrated is the ethanol industry? 

Mr. Kovacic. We don’t have a sense of that right now, Mr. 
Chairman, and I don’t recall that the GAO study tried to break 
things out on a regional level. But if we were to examine this sector 
in more detail, that would be precisely the type of question we 
would ask, which is, for refineries that consumed ethanol or were 
required to use ethanol, what supply sources could they draw from, 
how broad a geographic area? In short, who could supply them? 

So we would do that kind of analysis on a region-by-region basis. 

Mr. Ose. Who is the largest supplier of ethanol in the United 
States? 

Mr. Kovacic. ADM. 

Mr. Ose. ADM. Archer Daniels Midland? 

Mr. Kovacic. Yes, sir. 

Mr. Ose. Has ADM ever been fined or prosecuted for conspiring 
with competitors to fix prices? 

Mr. Kovacic. The Department of Justice prosecuted ADM in the 
mid-1990’s for fixing prices involving the food additive sector, food 
additives used- 

Mr. Ose. Lysine? 
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Mr. Kovacic. Lysine for the production of animal feed and, in 
some instances, for human food supplements as well. 

Mr. Ose. Now, the FTC, as you said, has done several investiga¬ 
tions of collusion or price gouging in the refining industry, separate 
and apart from the investigation in the food industry. 

Does the FTC take into consideration how concentrated the in¬ 
dustry is in terms of conducting those investigations? 

Mr. Kovacic. It is an important variable for us. The reason for 
that is that the basic economic literature suggests that putting all 
other factors aside, it is relatively easier for firms to reach agree¬ 
ment, consensus among them, on a course of action the smaller the 
number of industry participants. 

Mr. Ose. In terms of conducting these investigations, what sort 
of behavior do you look for? 

Mr. Kovacic. We look first of all for a similarity in behavior. 

But we also look for a similarity in behavior when we are focus¬ 
ing on collusion, the similarity of behavior that could only be ex¬ 
plained if all of the industry participants agreed to take a given 
course of action; that is, a similarity of behavior by course of action 
that might be commercial suicide for one firm acting alone, but 
might make a great deal of sense if everyone joined in the conduct 
in question. 

Mr. Ose. OK. Thank you for that. 

My time is way overdue. I didn’t see Mr. Shays over there, I was 
so focused on you. I am going to recognize the gentleman from Con¬ 
necticut. 

Mr. Shays. The one thing I don’t want to do is blame someone 
for the price increases. I do believe it is an issue of supply and de¬ 
mand. I believe it is an issue of cost of crude, but obviously refining 
capacity and so on. 

But I was interested to hear our panel—each of you, explain to 
me why the price seems to jump so quickly, but then when there 
is a significant drop in crude and so on, the prices seem to go down 
more slowly. 

Why does the spike always seem to be quite significant and sud¬ 
den, and then the reduction takes so long? 

Ms. Hutzler. In actuality, we believe that on the retail price 
side the asymmetry you are talking about may actually be more of 
a consumer perception than reality. 

We have done a study called “Price Changes in the Gasoline 
Market” that tries to track the wholesale costs versus the retail 
prices, and, in fact, they do track fairly close. The issue is that 
there is a lag from the time that the wholesale price reaches the 
retail price. And that lag gives this asymmetry that the public per¬ 
ceives. 

Mr. Shays. Let me ask you, Ms. Bailey, do you have anything to 
add to that? 

Ms. Bailey. Aside from what Mary has said, aside from taxes, 
the other factors that contribute to the differences in prices at dif¬ 
ferent times obviously are proximity of supply, as to the areas fur¬ 
ther from the Gulf Coast, as I was discussing earlier, any kind of 
supply disruption, any unplanned refinery outages, that kind of 
thing. 

Competition in the local market, the local area where the- 
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Mr. Shays. The question, though, was, why does price seem to 
jump so quickly and then gradually decline? And the response was 
basically that it seems to track the price of crude oil. And so what 
you are saying is, the crude oil goes up quickly and then seems to 
fall more gradually? 

Ms. Bailey. The price of crude oil is a huge component of gaso¬ 
line prices. But in addition to that, the other issues of State taxes 
and other issues as they relate to refineries and other components 
of what goes into the gasoline prices, operating costs and all of 
those were the issues that I was raising. 

But crude oil price obviously—any change in that affects the 
price of the gasoline possibly, as well. 

Mr. Shays. Do you have anything to add? 

Mr. Kovacic. Congressman, if I can offer a coming attraction, 
one of the focal points of our conference on May 8th and May 9th 
at the FTC will be precisely this issue. We have asked several aca¬ 
demics to examine whether the perception that you mentioned is 
borne out by actual practice. 

Mr. Shays. When is that going to be? 

Mr. Kovacic. May 8th and May 9th at our headquarters in 
Washington. 

We are going to be looking at gasoline prices, and several of the 
papers we have asked to be presented will examine precisely this 
question. I am not certain what the researchers will find. I have 
the impression that some of them are perhaps going to take issue 
with whether the perception is borne out by actual practice. 

But, within a few weeks, we hope to have a fuller perspective 
about precisely that question from some who have studied actual 
patterns and detail. 

Mr. Shays. Thank you. 

Last year we wrote a letter requesting that the Department of 
Energy review the accusations of price manipulations. What was 
the outcome of that? Is that something that you are familiar with? 

Ms. Bailey. Well, now, I am not sure when you requested that. 
I was in the Midwest myself last year. I joined the administration 
in August of last year, and I am not sure if that was during the 
time of your request for the report. 

Mr. Shays. How much of the price increase is—again, using Mr. 
Ose’s statement, the unstable crude oil supply and tighter refinery 
capacity, and also the challenge of meeting the array of different 
requirements? If you broke up the cost component increase, how 
much is due to each part of that? Crude oil price, tighter capacity 
in the Northeast, tight capacity in the United States, but in the 
Northeast, and the various Clean Air requirements. 

When you break down that cost, how does it break down? 

Ms. Hutzler. I have it decomposed slightly differently. 

In terms of the price of gasoline, 40 percent is generally from the 
crude oil price. About 35 percent is from taxes. 

Mr. Shays. When you say taxes? 

Ms. Hutzler. Yes, Federal, State, local taxes, all of them. 

About 6 percent is from distribution and marketing. About 19 
percent is from refinery costs. And that also includes the environ¬ 
mental portion. 

Mr. Shays. OK. Thank you. 
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I am happy—my time has run out. Sorry. 

Mr. Ose. We thank the gentleman. 

Mr. Kovacic, let me go back a minute. You told me the largest 
supplier of ethanol in the United States is ADM? 

Mr. Kovacic. Yes, sir. 

Mr. Ose. Do you have any feel for what percentage of the overall 
market they possess? 

Mr. Kovacic. I would be glad to check on this, But I believe it 
is 40 percent plus. 

Mr. Ose. OK. 

Now, I just asked you, in terms of conducting these investiga¬ 
tions into collusion or price gouging, what sort of behavior does the 
FTC look for; and you responded. 

What kind of evidence or documents does the FTC look for in try¬ 
ing to determine if an industry is colluding? 

Mr. Kovacic. Two types of evidence: one would consist of com¬ 
pany records that on their own face actually bear out the fact of 
coordination or discussions with competitors. 

If we don’t have that kind of evidence, we then tend to look at 
what we can observe from outside of the company. And most inter¬ 
esting to us is a pattern in parallel behavior that can be explained 
only if, or principally if, there is an agreement where it would be 
irrational for the firms to act in a given way unless they were abso¬ 
lutely confident that their rivals were going to do the same. This 
involves looking at pricing patterns. We look at input costs. 

For example, if a firm’s input costs dropped dramatically, but all 
of the firms in the sector decided to increase prices, that could be 
provocative. 

Mr. Ose. The clerk is going to hand you a binder containing some 
documents. The first is document No. 1, titled the “Western Etha¬ 
nol Memo on BP Bids,” which I presume means British Petroleum. 
This document is a memo written by a Mr. Vind from Western Eth¬ 
anol, which is a California-based ethanol distributor for LAICA, 
which is a Costa Rican ethanol supplier that imports ethanol tariff 
free under the Caribbean Basin Initiative. 

The subject of the memo is an auction to sell ethanol to BP in 
Seattle. I would like to direct your attention to the first paragraph 
on the second page, to the highlighted section, where it says, “We 
are prepared to stop bidding should the price drop below $1.38 per 
gallon.” 

In an industry as concentrated as the ethanol industry, would 
such a memo raise concerns for the FTC? 

Mr. Kovacic. Mr. Chairman, if you can give me just a bit of con¬ 
text. This is a memo internal to the company that—is the recipient 
another executive within the company? 

Mr. Ose. LAICA is a competitor to Western Ethanol. And Mr. 
Vind works for Western Ethanol. And Mr. Wolf works for LAICA. 

Mr. Kovacic. So it is a memorandum from one rival to another 
rival? 

Mr. Ose. From Doug Vind with Western Ethanol to Herbert Wolf 
with LAICA, saying, we are going to stop bidding—which is on the 
sale to BP—if the price drops below $1.38. 

Is that the kind of behavior that the FTC looks for in determin¬ 
ing whether or not collusion or gouging is going on? 
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Mr. Kovacic. If you will accept the general caveat that one al¬ 
ways would like to see the fuller context. Ordinarily, when one sees 
one competitor telling another competitor, “this is our bidding 
strategy; this is how we will bid,” that is a very provocative docu¬ 
ment. 

Mr. Ose. Does this qualify as a provocative document? 

Mr. Kovacic. If you will allow me the partial caveat that to 
study it in more detail and to know more about the context would 
be helpful. 

Were I simply reading this in the abstract and I saw one rival 
tell another rival, this is my bidding strategy, and this is how I will 
bid, I would want to have a very good reason for why that was 
said. 

Mr. Ose. Well, you can see why I am so interested. On the floor 
of the other body, we are debating a proposal by the majority lead¬ 
er of the Senate to, frankly, legislatively embed a monopoly, and 
we have got competitors who frankly are communicating with each 
other. 

And my question of you is, is this a provocative enough state¬ 
ment or document to merit an investigation? And you are telling 
me maybe? 

Mr. Kovacic. I would put it at a higher level than maybe. 

I would say this is almost invariably the kind of statement that 
would invite further inquiry. 

Mr. Ose. How many such documents do you need? 

Mr. Kovacic. Quite often it is a single document that sets things 
in motion. 

Mr. Ose. Allison, give him the second document. 

Document No. 2 on the screen is a memo written by Mr. Vind 
from Regent International which is the parent company of Western 
Ethanol, to a Mr. Bok at ADM. ADM, in this reference, is Archer 
Daniels Midland, regarding a bid for ethanol out of France. 

The “Man” referred to in the memo is apparently ED&F Man Al¬ 
cohols, which is an ethanol supplier based in London. If you could 
look at the second paragraph, the second sentence, which reads, “In 
order to avoid a ’showdown’ or bidding contest, I agree to this re¬ 
quest. Therefore, Man will be bidding on the 75,000 hi out of 
France at a price of 5.02”—I presume that is French francs; it may 
be European currency units—“I would suggest that ADM underbid 
at a price of 4.85. This will serve as a safety net in the event that 
Man’s bid is rejected”—and it says, “is rejected for any reason.” 

Given the concentration in the ethanol industry, would such a 
memo, indicating apparent cooperation among three ethanol suppli¬ 
ers, be of concern to the FTC? 

Mr. Kovacic. Yes. 

Mr. Ose. Give him the third document. I am not running out of 
documents, by the way. 

Document No. 3 is a second memo from Vind to Bok regarding 
another purchase of alcohol from the European Union, “This will 
confirm that ADM will be bidding 5.90 ecu”—European currency 
units—“on Spanish tender, and somewhat less, (say 5.75) on Italian 
tender. 

“I assume you have discussed with Man, and that all is OK.” 



97 


Would such a history of cooperation among companies in a con¬ 
centrated industry concern the FTC? 

Mr. Kovacic. Yes. 

Mr. Ose. Would a pattern of such cooperation going back several 
years concern the FTC? 

Mr. Kovacic. Yes. 

Mr. Ose. Would you like the documents one by one or would you 
like them in toto? 

Mr. Kovacic. Any order you like, sir. 

Mr. Ose. Allison, give him the binder. We are going to submit 
these to you for your consideration. We would be happy to go 
through them one by one with you. 

[The information referred to follows:] 
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List of Players 




" : V" v u 


1. Archer Daniels Midland 
(ADM) 

Decatur, Illinois 

Ed Harjehausen 

2. ADM Ingredients 

Kent, England 

Dirk Bok 

3. CBI Producers Group 

Various 

Gasohol/Jamaica Ethanol 
(JEPCO)/LAICA/Man/Petrojam/WPI 

4. ED & F Man Alcohols 

London, England 

Jeff Tuite 

5. European Union (DG VI) 

Brussels, Belgium 

Rudy Van der Stappen, Russell Mildon 
and Alexander Tilgenkamp 

6 . Gasohol 

El Salvador 

Gerry Balzaretti Kriete 

7. IOP Associates 

Gainesville, VA 

George Fitch 

8. LAICA/Hogan & Co. 

Costa Rica 

Herbert Wolf/Tony Hogan 

9. Petrojam 

Jamaica 

Byron Shirley 

10. Regent International/ 

Brea, California/ 

Dick Vind 

Western Ethanol Co. 

El Salvador 

Doug Vind 


(WEC)/ 

Western Petroleum 
Importers (WPI) 
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Western Ethanol 
Company LLC 


Memo 

tm Herbert Wolf 
from Doug Vind ^ 

Date: September 29,2000 
Pages: 2 + 3 

Re: Sales Opportunity - REQUIRES IMMEDIATE ATTENTION / RESPONSE 


Further to our telephone conversation of today, I am writing to inform you of the 
details of a sales opportunity for LAJCA's anhydrous alcohol. In order to participate 
in this opportunity, I must hear back from you by no later than close of business 
on Tuesday October 2 nd . 

British Petroleum (“BP”) has scheduled an on-line reverse auction to be conducted 
via the internet next week. They are requesting pre-qualified ethanol suppliers to bid 
on supplying product into the Ohio and Washington State markets beginning 
November 2000 and running through January 2001. We are interested in bidding to 
supply a portion of the volume requested into Washington State. This Lot is broken 
into partial supply percentages of 10,25,50 and 100%. The total volume requested 
for Washington State is 9,600,000 gallons over the 3 month period. 

I am specific al ly recommending that LAiCA consider committina to this revers e 
auction the 38,000 HL it has scheduled to receive from Europe . I believe this 
feedstock will arrive Costa Rica sometime during the month of November and be 
available for delivery into the US in December. 

The delivery of denatured ethanol to BP into Washington State can only be made by 
either Railcar or Barge. Direct deliveries of undenatured ethanol cannot be 
accepted. For this reason, WEC is prepared to source railcars of domestic ethanol 
in order to supplement the volume coming from LAICA. This would allow us to bid on 
up to 25% of the requested volume, for a total of 2,400,000 gallons. We are also in 
discussion with Man with regard to their participation for a small piece of this 
business. 


iSi:. 
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I expect that the winning bid for the 25% volume will be somewherelnJ i e .jjpper 
$l'30’s to low $~1.40’s. We are prepared to s top bidding should the price drop below 
$1.38 per gallon. As I mentioned above, the delivery mode into Washington State 
'allows for only barge or railcar. In view of this, it will be necessary to first discharge 
and denature the imported ethanol. We then will schedule a barge to transport the 
denatured ethanol to BP’s terminal in Seattle. I am in the process of verifying the 
barging, temninaiing and denaturing costs but I have been given a range of $.03 - 
$.04 per gallon. I should have this information on Monday. 

I believe that the BP “Request for Quotation* presents a very good sales opportunity 
for LAICA’s anhydrous alcohol. However, in order to participate in the on-line 
auction, WEC needs to receive LAICA’s commitment to supply the 38,000 HL. We 
must obtain LAICA’s commitment to this program by no later than close of 
business next Tuesday. 

For your guidance, I have enclosed a listing of the Lots to be included in the 
Reverse Auction. As you will notice, we will be required to participate in a “Qualifying 
Round” of bidding on Wednesday September 3 ri . This will enable us to move on to 
the competitive bidding event scheduled for Friday Septembers 9 ’. 

I greatly appreciate your presenting this proposal to your Board of Directors on 
Monday. I will be in my office and be prepared to answer any further questions 
regarding this matter. 


Best regards, 



DouglasA/ind 


® Page 2 


isi 



Regent International 


Sent Via Fax 


November 20, 1995 


TO: Dick Bok 

ADM Ingredients 

FROM: Dick Vind 


Finally received a phone call from Tuite at 3:30 PM PDT USA. Jeff stated he had at last been successful 
in talking to the Kriete’s and they have agreed to split the tender with us. 

Jeffs only reservation was that Kriete insisted that Man be the purchaser of the tender. In order to avoid a 
“show down” or bidding contest, I agreed to this request 

There fore, Man will be bidding on the 75,000 hi out of France at a price of 5.02. I would suggest that 
ADM underbid at a price of 4.85. This will serve as a safety net in the event Man’s bid is rejected for any 
reason. As a re minder, bids are due in this Thursday, Novem ber 23. 

With regards to the sharing, I made it explicitly clear to Jeff that we (ADM & Western) would be 
purchasing the product FOB Port-la-Nouveile from Man on a totally transparent basis. We would then 
assume responsibility for our own shipping which presumably we would be able to coordinate jointly in the 
future. 

I would suggest you contact Tuite tomorrow at your convenience to confirm and request a signed 
agreement between both parties in order to assure compliance with this accord. 



Best regards. 


910 E. BIRCH STREET • RO. BOX 1400 • 8REA, CALIFORNIA 82623 • (714) 990-3333 . FAX: 1714) 990.0418 
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Date: June 17, 1996 
To: DickBok via fax 
From: Dick Vind 

Subject: EU Wine Alcohol Tender— Due date: June 24 


This will confirm th ^fADM yill be bidding 5.9 ecu on Spanish tender (194-96) and 
somewhat less, (say 5.75)"on Italian tender (195-96). 

I assume you have discussed with Man, and that all is OK. Please call if this is not 
the case. 

Hope all is well. 

Best regards, 

'TX' 

Dick 


cc: Doug Vind 
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Rege>:t International 



MEMORANDUM 


Sent Via Fax 

217/424-5978 March 18, 1992 


TO: 

Ed Harjehausen 

Archer Daniels Midland Co. 

FROM: 

Doug Vind 


Per our previous discussion, I have prepared a price and cost comparison 
demonstrating the sensitivity of the proposed bid price options and the 
resulting "out turned'* finished ethanol costs FOB Acajulta, El Salvador. 

FOB COST CALCULATION 


Bid Price (ECUs) 

Par Hectoliter 


4.2 

4.3 

4.4 

Bid Price 
($ per gallon) 


.2336 

.2392 

.2448 

Fobbing 


.1700 

.1700 

.1700 

Ocean Freight (in) 


.1350 

.1350 

.1350 

Inland Truck Freight 

(in) 

.0147 

.0147 

.0147 

Raw Material Cost 


.5533 

.5589 

.5645 

Processing Costs 


.3800 .. 

.3825 

.3850 

FOB Value Plant 


.9333 

.9414 

.9495. 

Inland Truck Freight 

(out) 

.0147 

.0147 

.0147 

FOB Cost Port (Acajulta) 

.9480 

.9561 

.9642 





* :?w ?so- 
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Page 2 

Price & Cost Comparison 
March 18 , 1992_ 


VALUE ADDED CALCULATION 


Direct Costs 

,3450 

-3475 

.3500 

Divided By FOB Val. 

Plant .9333 

.9414 

.9495 

Value Added 

36.9% 

36.9% 

36.9% 


Ed, as the previous example illustrates, a .1 ECU per hectoliter change in our 
bid price results in approximately a $.008 per gallon change in total FOB out 
turned value. For purposes of this analysis, I have targeted a value added 
percentage of 36,9%. This percentage should be adjusted to reflect our mutual 
comfort level in order not to jeopardize duty free qualifications. As one 
further observation, please note the difference between "processing costs" and 
"direct costs". This difference results from customs guidelines limiting only 
certain types of costs as "direct" and applicable to the Value Added 
calculation. 

Recommendation : In reviewing the three lots being offered by the EC for this 

tender, I suggest~we bid "competitively'^ on'lot number 77 and submit lower 
priced bids on lots 75 and 76 as Tt back up” bids in the event other potential 
purchasers Tail in their attempt to secure these two lots. 

I recommend our bid price on lot number 77 should be 4.15 ECUs per hectoliter. 

I recommend our bid price on lots number 75 and 76 should be 4.10 ECUs per 
hectoliter each. 

As you are aware, our bids must be formally submitted by Friday, March 20, 1992. 
It will, therefore, be necessary to communicate this pricing information to your 
office in London by our close of business on Thursday. 

Please give me a call with your recommendations after you have reviewed this 
memo. 

Regards, 


291.1 
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PETSOJAM LIMITED 

W* *A*CUS GARVEY UJUYT, f.O. BOX 241, KINGSTON, JAMAICA 
C,W. fmmiun 11 J». T.l: < • J /*: ? +740.*/ xm«14-11. ftxi (KJ» MMS« 


May «, im 


iof Associates me, 

41 S oecoran drive 
safnsvifitt. Virginia 2208 S 

U.S.A. 


ATTN: Mr. George Fitch 
Daar sirs: 


HQ: 


Ap ril 30 Meeting tn Miami between Representatives of elegant 
rnterna't loriai and PetroJam Limited 


I triad getting you by phone to discuss your May 2 letter which 
contained matters discussed at the subject meeting, for purpoees 
of clarification, we wish to state tn® conclusion* that p»troj»m 
understood from the discussions: 

Those were; 

* The meeting was worthwhile and canetructiv-e and estab¬ 
lished a Oasis for a relationship based on cooperation, 
trust and respect, 

+ The proposal to form a ccunell or formal association, of 
C3J ethanol producer* was rejectee on the b*»i* that such 
an association would not be appropriate at thia time. 

+ Agreement was reached with regard to cooperation on, 
matt are related to the ~5C 'tendere and biddinai 

•*• Each C8l producer would continue to maintain its in¬ 
dividual contact with the CoroI a*Ion. 

* More Information wee needed r» the status of Tropican®, 
the GATT necotiatIon*, the alleged +.3 million hl of 
alcohol that may be available in £uroo«, the amount o* 
aicohol available to the SC for tendering for 1883 and 
1934 and tha 3S* value added orltaria raaulrod on alconoi 
Imports Into the U.S.A. 

+ We will continue to there information and cooperate on 
areas of mutual interest on an informs; basis. 


Dta£CT0SS; Coita Campwi, Nwl di<Tn»t3 Odrmac}, FemiiNa dchnlto. lO.Fn.te. (Uu*pr, t i, *uf 
Pr. vuetts ! jwrfiite, Vri Nwbhirt, G«vJfrjy Nfii.iu, D*trlck ^lute 


OPt 
A- vj 


ly 
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3ES5 £5S SOS*OI 


ail HVfoaaad zi:si ss-3<?-3' 
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At discussed, It waa Petrojam's position tnat joint repre- 
sentatlona or joint ccmmunidues should be avoided, except , n 
spool f la areas of mutual interest where t hare was the expllc-e 
agreement of each of the C3I producers. 

We would suggest also that any correspondence between ourselves 
Do limited to the C3I producer* t© avoid the passionity or 
misunderstandings or ml sinterpretatI ore by others. 

Patr'ojom is in the process of seeKlng further information of some 
of the areas identified during our masting and we 1QOK forward to 
sharing this with you as we move toward talcing a position on 
them. In this regard, we iook forward to receiving data on tne 
35% value added criteria tnat Ofc* Vlnd promised to provide. 

it was indeed a pieasuraoie occassion meeting with both you and 
oicfc vind ana we iook forward to a mutually Beneficial relation¬ 
ship In the future, 

rours very truly, 

PETROJAM MMITSO 


BCSsmp 

copy tO: 


Mr. 

Mr. 



A. Hogan - Hogan & Co. 
H. vind - Regent Inti. 


P 


age >11- 


251 


ee * 


©ess cz o see-ai 


CUT wvroaxaa Ct:« 
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E D & F MAN ALCOHOLS 


FAX muSKISSIOH FORM 


TO 

Regent International Brea 

Fax No. 

Attn. 

Mr Dick Vind 

01017149900418 

Frcm 

Jeffrey TUite 

Date 

13th Kay 1993 

°W : 


No. of pages to follow : - 


El Salvador 


On Tuesday evening I talked to the Kriets and here is what was 
said. 



equa lly iy Vind and Hogan. Ideally it would'be swap deal vrith them .. 

feSSminq the ethanol next tine aixxind. in return it was expe cted 
that they did not interfere with these tenders. 


The Kriete response was that they were still very nervous about 
being outmanouvered ard that we would hlock any alcohol far them 
from the next round of June/July tenders. X said -that this was 
not the case and that if they could persuade the Caimission to 
call five lots next time we would support them. 


in sunrnazy Kriete is prepared to stay away fran these tenders 
if Man can guarantee that they will get 1.4 mil lien gallons 
from these tenders an a straight sale basis. I said that 1 million 
g a l l ons was mare realistic. Tony Hogan is prepared to make 
a straight sale and feels that this ccrcmits him less to Krite 
ard there is the point that Kriet may not get any alcohol to 
return for one reason cr another. My xecxsnendaticn to you is 
to make available a straight 500,000 gallons sale (preferrably 
750,000 ') without strings and r feel this will mend things. 


Svgxr Qu*y Lover TJurncj Str**» LooeSon EOft. 6DU 
TeJ 071-2&5 3000 Tdc* SS5«i kjtxaw C Fu 071-338 0523 
Ssti?s*c4 Pa aJaJ 7 

hacjixT V U»£ DA fUuOq* 

RTOHOTTV ‘wYSf 


MO Z98 TiO TV! *S!8T 
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Can X pleas e have tout agreement to do this. I ataar^ have tony': 

seaece SOTs P Bond risk for tine 


I talked to George Fitch in Brussels today who is suffering the 
■usual frustration cm gets in Brussels. Be had little to add 
to your fax of yesterday. 


I will call you latter when I gat hoxe. 


Best Regards 



5447 
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E D & F MAN ALO 




: T H0LS Lw, ^ 


To 

IOP Associates ’ 

\ 

Fax No 

Att 

Mr George Fitch 

Frcm 

Jeffrey TUite 

Data 

21st February "94 

copy : 

CBI Group 

No. of pages to follow : + 


Good Day- 


Very many thanks for your fax today. 

A couple of coments without to much thought. 

Firstly it may suit us to take all the alcohol at one go. It 
seats that we can find enough storage either in the Caribbean 
or Europe to match the task- I would suggest that it may be 
possible at a European oil terminal to have the alcohol 
tech nically exported from the EC for GAIT purposes and held in 
suspense in a customs free zone tut I can check con this. I knew 
that Byron has identified sere storage in the Caribbean and we 
looked at the Bahamas but the price was extortionate, naturally it 
would be better to try to negotiate the liftings between new and 
July "95 froa a cost point of veiw but we could make a gesture and 
remove a good chunk straight away because we all probably want to 
gear up for supplies for the rest of "94 anyway. We must also bear 
in mind that we must push for the normal sales in addition to the 
3.5m. All in all we could have to ship 6m Hi in one year and that's 
why I'm convinced that Israel will get 1m at least. 

Ksgarding the point on buying as a Grcup hew do we operate the 
mechanics of this ? Eo we set up 'C8I Group Europe Limited' 
which makes a bid, is equally owned by all the players and has 
subcontracts with each of the players to supply alcohol ? How 
would such a company be funded ? Who wculd place the bonds, we are 
talking BSD 95m I The cost and febbing cores to another USD 35m, 
Then there's financing ! This is only the 3.5 remember. I think 
our ccrapany would consider funding the operation if invited but 
of course on canmercial terms. My opinion is that to have one 
ccnpary to bid would be to transparent for the SC and would 


Sugar Quay Lover Thrfmej Slfaet London EC3B 6DU 
Tel 071-285 JU* Telex 885431 edf>*akc Fax 071-867 0774 
in >*• 54WK1 
A Better rTihc 6 nif M«C«e 
A *vUt» erf S D A F Mm hat** l<& 
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give them a legal problem so we may have to go hade to a couple 
of bidders or bidding in the usual way. Certainly we could. p uch 



Certainly I think it's vital to tie the deal up so that we do not 
attract more Car ibbean players into the business at the last 
moment. 


In terms of price the HJ have to understand that the costs of this 
castration will be greater than our normal costs and this will 
inpact on the price. On the other hard we ackclwedge that they will 
give us security of supply. Fartunatly, or unfortursatly, depending 
on your veaw, vs are in the pits of the OS market at the mesnent and 
this is probably a good time to negotiate the prise based cn the 
current market and the idea of a formula would be difficult for us 
to work if the EU want lifting within say twelve months. 

J-a atraid these are not constructive thoughts, just first thoughts 
along obvious lines and I will be back with more I 

Inaidently, it would be better to have the meeting with Caranission 
in the middle of the week ie 3rd Inarch. This gives us more time to 
travel, get organised and meet prior to the EU. 



3420 
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Regent International 


Sent Via Fax 


April 6, 1994 


MEMORANDUM 


TO: DICK EOK 

PROM: RICHARD VIND 

SUBJECT: CBI TENDERS 




I appreciate your quick response. Given the politics in the EU. 
I agree we should prepare “bids as usual”. 

As mentioned in our conversation this AM, I will have price 
information for you on or before April 14. 

My travel plans now are to go to Europe the week of April is. 
Meetings in Brussels probably 19/20. 

I will not know my exact travel plans until probably April 12 so 
I will communicate my itinerary along with pricing information 
prior to April 14 to your office. 


Best regards. 



SID 5. 33ECH SlRllJ • 


?.0, 30X UO0 * 3REA. CALIFORNIA 92622 * 1714} 990-5333 • FAX; \m> 990-0418 
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Monday, July 13,1998 




f Western Petroleum 
Importers Inc. 



To: JeffTulte _ From: Doug Vind 

Fax: 44-1-71-285-3655_ Pages: 1 _ 


I had hoped to hear from you today regarding the situation that has developed in the 
Northwest. You can imagine my surprise and disappointment today to team that the 
"deal' I have been discussing with you for the past several weeks involving the 
shipment out of Costa Rica and El Salvador had already been concluded last week. 
You can also imagine my embarrassment with my customer when I called them 
today to firm up the transaction only to team that they had been offered product 
which I had been previously told was not available. 

My current frustration with the recent sequence of events is matched only by the 
humiliation of relying on what was indicated as timely and accurate information, 
representing that information as fact, and having my credibility at risk when the 
“facts" changed. 

As you are aware, I have been actively working with your office in seeking a vessel 
to accommodate the delivery of both parcels. Because the sale was to involve a 
direct contract between Man and the customer, I revealed the targeted value for the 
product to you for your concurrence, which you provided . Late last week I attempted 
to reach you several times to discuss this matter but did noi receive the benefit of a 
return call. As it turns out, you had already concluded this transaction but elected 
not to inform me. A simple call would have saved me from looking foolish today. 

At this point I need to reconfirm your commitment to providing the 900,000 gallons 
out of El Salvador in a joint shipment sometime on or after mid August. As I have 
already actively represented this volume as available for delivery, I would prefer to 
avoid a repeat of today's confusion in the event you have made other unilateral 
arrangements. 

Additionally, I wish to discuss this entire situation with you in greater detail in order 
to try and understand exactly how things got off track. Please call me at your 
soonest opportunity. 


4795 
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Date: November 13, 1995 
To: George Fitch 
From: Dick Vind 
Subject: DGVI “Doublespeak” 


Please review the enclosed articles from a recent [October 30, 1995] issue of Agra Europe Magazine. 

This article seems to completely refute Alex's comments made to us at our meeting of last week. Although 
the lead paragraph is not easily readable because the fax machine “ate’ it, what it says is that The 
Commission is increasing the amount of compulsory distillation for this coming year [1995-96] versus last 
year [1994-95] by 137,000 HL. Although small h nonetheless is a definite increase, and shows that the 
total amount of alcohol to be distilled via compulsory distillation for the three primary countries of Italy, 
Spain and France for this coming year will be a total of 5,400,000 HL. 

ft must be further noted that this year’s total wine production for these three countries is estimated to be 
131,900,000 HL versus last year’s 130,927,000 HL. With compulsory distillation being 4% of the total, if 
you take the total EU wine production of 155,400,000, this means that a total of6,216,000 HL will be 
available for EUstocks this coming year. 

It is apparent that there will continue to be significant overproduction in the EU for years to come, in that 
the Commission's efforts to reduce production have failed. 

On a related matter, I have reviewed your memo to the CBI group. Your suggestion on opening up future 
tenders to avoid the GATT limits are troubling unless we couple it with some type of end-use restrictio n. 

This is because, as you can also see from the second article, notwithstanding what Tuite said at the 
meeting, it appears that the Brazilians will be back into the market in a big way next year. Unless we place 
so me type of restriction on end-use, they'll easily outbid us for the en tire EU output. ~ " 

What happened to our er.d-use language we discussed with Olsen last year? - 

I would appreciate your investigating these matters as soon as possible and giving me the benefit of your 
thoughts. Also, I want to report the results of my meeting with the SENPA folks. 



j . t-V 

S ■ 5 h >r/e.j 
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ADM INTERNATIONAL LTD 

SUBSmfiYOF ffiC HER OWEtS HOMO CMmY 


executive OFFICES 


7 A 


tiiii 


rO; Mr. Dick Yittd FSflM: Q. ijlea Andreas 

Ecgent ruxeroaeicnal 


DAW; 28th Ifov«*i>er 1991 PAX HO; 0101 714 950 0418 


Dear Sick. 

Arrangcaenca for dinner at 9.30 p.m. at Le Carroebe. 43 tfpper Brook 
Street have been confirmed for Toeecay 3rd December. I have 
Invited Dirk Bok to join Hr Vicente and a* for the evening. 

Dirk and myself Will seat you at the Dorchester at 8.00 for cocktails 
and a discussion regarding CBf ethanol etratagy as the restaurant 
in neat the Hotel. 

I look forward to our ■seeing sod gorking again with you on this 
atitosl opportunity. 

Beet regards. 


6. ALLS? ABOHEAS 



CHDflCM UANORWAV 
EPriM 

KBiTOU 1DL 
Ta:-M-S2244t«3 
rvt 4*3SB* J75M 


3060 
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Regent Inteenational 





MEMORANDUM 


Sent Via Fax 

217/424-5978 March 18, 1992 


TO; 

Ed Harjehausen 

Archer Daniels Midland Co. 

FROM; 

Doug Vind 


Per our previous discussion, I have prepared a price and cost comparison 
demonstrating the sensitivity of the proposed bid price options and the 
resulting "out turned" finished ethanol costs FOB Acajulta, El Salvador. 




FOB COST 

CALCULATION 


Bid Price (ECUs) 

Per Hectoliter 


4.2 

4.3 

4.4 

Bid Price 
($ per gallon) 


.2336 

.2392 

.2448 

Fobbing 


.1700 

.1700 

.1700 

Ocean Freight (in) 


.1350 

.1350 

.1350 

Inland Truck Freight 

(in) 

.0147 

■ 0147 

.0147 

Raw Material Cost 


.5533 

.5589 

.5645 

Processing Costs 


■ 3800 .. 

.3825 

.3850 

FOB Value Plant 


.9333 

.9414 

.9495. 

Inland Truck Freight’ 

(out) 

.0147 

.0147 

.0147 

FOB Cost Port (Acajulta) 

.9480 

.9561 

.9642 



!403 * 57.3.- A 


’ :"w 
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VALUE ADDED CALCULATION 


Direct Costs .3450 .3475 
Divided By FOB Val. Plant .9333 .9414 
Value Added 36.9% 36.9% 


.3500 

.9495 

36.9% 


Ed, as the previous example illustrates, a .1 ECU per hectoliter change in our 
bid price results in approximately a $.008 per gallon change in total FOB out 
turned value. For purposes of this analysis, I have targeted a value added 
percentage of 36.9%. This percentage should be adjusted to reflect our mutual 
comfort level in order not to jeopardize duty free qualifications. As one 
further observation, please note the difference between "processing costs" and 
"direct costs". This difference results from customs guidelines limiting only 
certain types of costs as "direct" and applicable to the Value Added 
calculation. 

Recommendation : In reviewing the three lots being offered by the EC for this 
tender, I suggest we bid "competitively" on lot number 77 and submit lower 
priced bids on lots 75 and 76 as "back up" bids in the event other potential 
purchasers fail in their attempt to secure these two lots. 

I recommend our bid price on lot number 77 should be 4.15 ECUs per hectoliter. 

I recommend our bid price on lots number 75 and 76 should be 4.10 ECUs per 
hectoliter each. 

As you are aware, our bids roust be formally submitted by Friday, March 20, 1992. 
It will, therefore, be necessary to communicate this pricing information to your 
office in London by our close of business on Thursday. 

Please give me a call with your recommendations after you have reviewed this 
memo. 

Regards, 


291.1 
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07/tti -S3 ifiSt tni t *40 0* IS 


KJffi iiCQOLS 


.0031 


MMM ALCOOLSs. 


iSm BLCOOL3.A. 
.Vrenue Louise 534 
a 1030 HOTS£ffiL3 
BELGIUM 


^scsrs. 32 2 S 40 07 20 

FAX 32 2 G40 OS 7S 

rrrrtTK 2223 s jeia&Lc b 

H* OS* PACES : £ 


&pr£l 7, 1992 . 
2538 PH cl F0637 


FAX CHIT 3T* 
TO •** 

AfPTENTlOp- 
racas . 

RE ' 


AEKi 

Mr 

EHi: 

b.c. 

£C,2 


/f59- 

Cora Processing, Decatur 
Idvard JL. fiarjchfiiisGii 
.^ipp* Keens 


wine alcohol for the caribbease ’ 

LX.) 


we. refer to our fate or *ocil 2. 

HArevith ancLcced yea vill find a draft of Letter of Latent, 
confirming the general agreement outlined daring otr xseetlng’ 
In Chicago- : 

As you sill observe, ve} are compelled to irrtroduca in the 
text a subject regarding tbe autho r . faat ion to.be obtained 
fro*, the 3-<2. to ship tie material to -the Cuxibbeans, which 
•raquiros - a fomal nod i jEi c a t ion to the conditions ' of tto 
tender imposing the usq in tie S.c. only, as motor fuel, 
for- good ordar*s sake,! we have also mentioned a subject 
regarding the agreenenfcj to reach with U.C. regarding the 
earusallafcioh of the balajac* of our contract vith then.. 

Ac‘ regattas the union edrbide subject, ve of course do not 
attfeicipate a real prubljtai as basically it is the wish of 
Union Carbide to withdraw from this deal r for several 
internal reasons- 

The E.C, authorisation 4igtt be more, difficult to aebJUsve, 
notwithstanding the fadfc that, thanks to our lobby, the 
attitude at th* raoports^bla officers seems positive. A3 a 
natter of- fact any -oodlfica.ti.on of the tender regulation 
regoires consultationa at the Cconittae of the 
representatives of the [Member States, the assent of the 
interested cemsdssionerk and, last but not least, the 
con*ensue of the interested Ca ri b bean parties. 


P 1/2 

1150P 

Post-It* brand fax transmittal rmmo/BpI j • of p*u»« > ij" 

i* Drftf Uind- 

FM,a %3 Hsr'fhu&i 

■ter 

Co. J 

!o«pt. 

! / . - 

PfioneJ 
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0T/ 84 '8S Vt;S4 &it 2 tia oe 7$ 



Mm corn Processing, DIvt*icm of lurcher Daniels Midlan 
cosspany, Bacatuir, 3X 625S2T, U.S.i., hereafterr • called 


HSUS MOSOL3 S*A. , OVt 
' Belgium, hereafter call’ 

- herewith confirm their 


Louise 
.*£ "taaa,* 


534, 3 1050 Brussels, 

intention to. ramente the fol .lmH t%j • 


JU3C la a ffla^or producer of fuel ethanol for use ijj the 
U.S.&. and is ■ interested in having access to etiiarsol 

arciginafcintg tram the European Crmsnmity to bo treated, in the 
<h*rlbfr*ans inth© fruawjof the C.B.T. agra-aseirt, -in order to 
: compl.gaftng its owl production, in view of th& axpected 
increiasad daaand for fuol ethanol in tiua united state*. ‘ 


•ffifift. detains ft larg< 
alcohol destined for 
-KDlich 1# coarictcd to 
.expect* to obtain the 
Of fcfaja r>r>hr\l to ttw 
a^eaeuant., 


‘SU3JBCT TO : 


tps anfci fcy of surplus European. -vine 
ijha use a® too tor fusl in Europe, 
pnion carbide Ktrropa. mwa however 
required authorisations to chip pa rt • 
dailbbeans in the frame of the C.bTTI 


HMKA obtaining the atithhrisation from the SLC., to ship the 
said alcohol to the Caribbean's, succeeding in cancelling the- 
• with CT.C« and j&LK and MB& finding 
and conditions to their Kufcual 


balance 6t the contract 
an agremnt on tftmi? 
satisfaction, 

the parties agree to 
■coverlag the following 


enter into a long term agreement 


IfflKh agree* to eell and [Mac agree® to purchase 
• afaterlai 


Wine alcohol of E.C. 
no tor fuel after due 
oervered by, the C-B.X. a< 


jin for final use in the U.S.A- as 
istaent in the Caribbeana countries 
idareeaant. 


orhg 

t3»i 


P V2 


0 963 
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3 . 2 - ~ %6,OOt> oao 

> 

Ho, OOQ I OOq 

i. 


■ ■ Qnxntiiy/aaliwss' 

1392 (second half) 
1333 
1934 


7 


A 




7 mflUnn gallons -t*/- io« at' 

acllera‘option 

15 silliaa gallons +/- 10* at 

call are 1 option 

15 Billion gallons +/** 10* at 

**llor« 'option. 


rhm[ first dsiivary cnujLfl taka place within about . j d days 
after the aJaavaoactioned subjects have been formally lifted.' 

dice of sblpoents 

tthigacenfc in lots of abcjzfc 2 ailliccn gallons -each '•+-/-•. 10% at 
ooLlers*option. 


' nail.vary piaba I 

£A^V»T>#fL- 

■ era' Acajutla., Cuatuwatej 
vri clear 

fha ' partial- a qx+m to £ega£l&fca_ the? price, cm basis ora 
JLoalufcla, in relation ylth tma pries for ie?5B as published 
in tha.u.s.A. ^SScoT^ ' 


»fhft price formula/ thrfs lim c ed to 
•annually. 


will be revised 
paysent. taraa will ifca a a itaa a i ly agreed upon. 


Validity 


2h«. present. letter 
provisional period erpirj 
aubjaots referred, to hr 
date, the parties will 
period. 


mtant Is valid for a first 
ring on Jrnia 30, 19B2. in case the 
ied?eabcv« have not been lifted by that 
convene of an ertonsion for a further- 


(p- : i^uU Hxrf' 

(TV. ywv**. (pa^r\. 

<&: ■ ■ 


■tv (9 f2S^utj£.. 
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PETROJAM LIMITED 

96 VAXCU3GARVEY DRIVE, »0. AOX 1*1,KlNGSTfiM, JAMAICA 
C.W. ««*> «>«H-3m5-4740.» t '»’^*!4-l{, (MJ) SB-Sm 


May 6, 1832 


iop Associates me. 

4i6 DeDoran Drive 
carnsviiie, Virginia 22C8S 
y.s.A. 

attn; Mr. aeorge Fitch 
oaar Sirs; 

rs; April 30 Meeting In Miami between flepreaentatlves of fleaent 
Internatlonai ana Patrojam Limited 


I tried siting you fa y Phone to discuss your May 2 letter wnieh 
contained matters discussed at the subject meeting. For purpoaa* 
of clarification. we wish to state the conclusions that 
understood from the dlscueaionss 

Those were; 

«. The meeting was worthwhile ana constructive ana estab¬ 
lished a basts for a relationship eased on cooperation, 
trust and resoect, 

* The proposai to form a eeune!I or formal association, of 
CBI ethanol producers was rejected on the basis that sucn 
an association would not be eperoprute at this time, 

+ Agreement was reached with regard to eooperatlon on 
matter* rolatod to the SC tender* and bidding. 

+ Each CBI oroducar would continue to maintain Its In¬ 
dividual contact with the Cons I a*Ion, 

+ More Information was needed re the status of Tropicana, 
the 3ATT negotiations, the alleged 4.8 million ML c? 
alcohol that may be available In Europe, the amount o' 
alcohol available to the £C for tendering for 1993 and 
1994 and the 36* velue added oriterla required on aigonoi 
Imports Into the U.8.A, 

+ We will continue to enare information and cooperate Ch 
areas of mutual interest on an informal basis. 


DIRECTORS: CuIinQrasbcil, Mod iiCcuj (Otimuni, Ftnunio*cF»nlt«. ILJ. fmto* (Ucruftni), >urt 
pi. vinctrt l ivmu. Mr*. Atim Mtabhtrt, GoJfi»>- Pwkm*, Strict *tue 


or 


lb 


CB'd 
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A* discussed, Ifc was Petra jam's position that joint r«pre« 
eentatiane or joint communiques should b* avoided, except .ft 
apeoiHo areas of mutual interest where tft*re was the explfc.t 
agreement of each of the C3! producers. 

We would suggest also that arty correspondence Between ourselves 
be limited to the CB 1 producer* to avoid the possioitlty of 
misunderstandings or m!sinterprotat\ons cy others. 

Petrojam I* in th«'pro«*** of soaKIng furtner information Of some 
of the areas identified during our meeting and we looie forwara to 
sharing this with you as we move toward raffing a position on 
them. in this regard, we looff forward to receiving data on tn« 
35% value added criteria tnat oicff Vfnd promised to provide. 

it was indeed a pleasurable accession meeting with both you and 
Oicff vino ana we iook forward to a mutually Beneficial relation¬ 
ship in the future. 


fours very truly, 
PETTOJAM LIMITED 


acstmp 

copy to: 


Mr, A. 
Mr. R. 



Hogan - Hogan & Co. 
Vlnd - Regent Inti. 


Page -I I 
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Regent International 


Sent Via Fax 
011/3222308195 

February 5, 1993 


MEMORANDUM 


TO: Jose Manuel Rodriquez Molina 

FROM: Dick Vind 


SUBJECTr Meeting of CBI Producers Group with A. Tilgenkamp 
Re: Wine Alcohol 


In anticipation of the upcoming meeting of the Committee and 
Commission on February 17, and following on my personal meeting 
with Tilgenkamp in El Salvador last Tuesday, it's extremely 
important that the CBI Producers Group (the four of us) meet with 
Mr. Tilgenkamp prior to February 17. I am suggesting if at all 
possible that we all meet on Tuesday, February 16, in Brussels. 

Could you please do whatever you can to try to arrange this 
meeting with Mr. Tilgenkamp for the 16th? Those persons 
scheduled to attend would be myself, Jeff Tuite of Man Alcohols, 
Tony Hogan representing Costa Rica and Byron Shirley representing 
Petrojam. 

I am still in the process of finalizing the preparation of the 
letters and notes to Tilgenkamp. I should have these to you by 
next Tuesday or Wednesday latest. 

Meeting with Tilgenkamp is vitally important so we can schedule 
details on 4.8 million issue as well as long term supply contract 
which I linked together when I talked with him in El Salvador. 

This meeting is very important to pre-empt a planned visit the 
following week (February 24 and 25) by Ricardo Kriete, a Salvador 
beverage distiller who evidently is working closely with Sofecia 
to try to build a fuel ethanol plant at the Port of Acajutla, El 
Salvador. I can emphasize that this plant has not been built, 
does not exist, and is only in the planning stages at this time. 

We must prevent Kriete from bidding on any tenders unless or 
until he can demonstrate that he truly has a plant at Acajutla. 

He might try to convince Brussels that he can bid because he has 


910 E. B1KCH STREET • P.O. BOX 3400 ■ BREA. CALIFORNIA 92622 • (714) 990-3333 • TAX-. (714) 9 90 -0438 
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a dehydration plant in El Salvador. This is true, but it is very 
small, only operates during Zafra (sugar cane season) (which is 4 
1/2 months a year) and is located more than a three hour drive 
from the Port. 

One further important point I wish for you to think about: 

Because so many people are contacting Brussels in speculation 
about buying wine alcohol for plants they want to build, this is 
having a very unsettling impact on the four existing Producers 
who have not yet been able to purchase even their own minimum 
required stocks. My idea is to present a concept to the EEC of 
imposing a Moratorium on the sale of wine alcohol to any new 
customers. The rationale being that there is not enough alcohol 
for their existing customers and further that there is a 
significant possibility for potential reductions of supplies 
under the proposed GATT treaty. In other words, the four plants 
would have their allocations severely reduced and any new plants 
proposed could not rely upon sufficient feedstocks to guarantee 
their economic viability. 

Please give me your thoughts on this matter and let me know what 
you are able to do as far as setting up a meeting with Tilgenkamp 
for the 16th. 


Best regards, 



3756 
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E D & F MAN ALCOHOLS 


FAX TRANSMISSION FORM 


To 

Regent International Brea 

Pax No. 

Attn. 

Mr Dick Vind 

01017149900418 

Ectm 

Jeffrey Tuite 

Date 

13th May 1993 

ct*y : 


No. of pages to follow : - 


SI Salvador 


On Tuesday evening I talked to the Kriets and here is what was 
said. 

Ciey Were still keen to naJce a bid on these tenders.. I cautioned 
once more against this. I said that Man wculd be able to offer 
a ccuprtmise wherein tan offered 1 million gallons when thier 
plant was up and running. This would cane fraa these tenders 
and they would buy front Man and the alcohol would be supplied 
equally if/ Vind and Hogan. Ideally it would ba swap deal with them 
returning the ethanol next time around, in return it was expected 
that they did not interfere with these tenders. 

The Kriete response was that they were still very nervous about 
being oufcroancuvered and that we would block any alcohol far them 
fran the next round of June/July tenders. I said that this was 
rat the case and that if they could persuade the Cormission to 
call five lots next time we wxild support them. 

In summary Kriete is prepa r ed to stay away f ran these tenders 
if Min can guarantee that they will get 1.4 million gallons 
free these tenders an a straight sale basis. I said that 1 million 
gallons was more realistic. Tory Hogan is prepared to sake 
a straight sale and feels that this ccmnits him less to Krite 
and there is the point that Kriet may not get any alcohol to 
return for one reason or another. My recnmendafcian to you. is 
to make ava il a b le a straight 500,000 gallons sale (preferrably 
750,000 !) without strings and I feel this will mend things. 


Su£*r Otar Lower Thame* Sv*et London ECTt 6DU 
T d 071-515 3000 Talc* 81501 E*K««G F« OTJ-338 0623 

f i irtiW it to M71W7 

Awabawllim EDI F Un CrtL* 
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can X please have your agreement to do this. I already have Tony's 
agreement. Naturally Man will secure AEH"s P Bond risk fear this 
sale. 

I talked, to George Fitch in Brussels today who is suffering the 
usual frus tr ation one gets in Brussels. He had little to add 
to your fax of yesterday. 


I will call you latter When I get heme- 


Best Fagards 
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Regent International 


May 13, 1993 


Sent Via Fax 
011/44718670774 


MEMORANDUM 


TO: Jeffrey Tuite 

FROM: Dick Vinci 


I am in agreement' with,Hogan re: direct sale from Man to Kriete 
for alcohol from May 18 'tender. 


Condition would be that kriete must have a plant at Acaiutla in 
operating condition prior to alcohol being delivered and that 
this must be verified to our satisfaction. 

?!F st have i ron - cla d performance guarantees 
from Kriete so that there can be no backlash resultinq from the 
sale of alcohol back to the EEC if Kriete fails to perform. 


in addition, we must demand a Contract of Sale that would include 
Knete s indemnification and warranties to Man and through Man to 
Regent/ADM that the alcohol will be dehydrated in El Salvador for 
fuel use and, further, that the alcohol will not be diverted for 
any other purpose. And that Kriete will comply completely with 
all of the provisions of the Tender Regulations as required by 
the EEC. J 


This offer to sell should have an expiration date which I would 
recommend should be not later than July 31, 1993 and, further 
that your, Man's, (ADM/Regent) performance would be sutrject to 
performance by EEC and the intervention agencies re: lifting of 
alcohol on a timely basis from May 18 tender. 


In other words, Jeff, we don't want to have to sell alcohol we 
can't get if for some reason AIMA fails to perform under the 
tender agreement. 


You can confirm to Kriete that we (Regent/ADM) will cooperate 
request that the upcoming June/July tender be split into more 


and 
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Page 2 

Jeffrey Tuite 
May 13, 1993 


lots to accommodate new dehydrators. Please also indicate to the 
Kriete's that we will be willing to cooperate in other areas such 
as fobbing and shipping as I had previously discussed in my 
meeting with Ricardo Kriete in El Salvador. 

Please keep me advised on any communication you might have on 
this matter which is of utmost interest to me and the other 
producers. 

- s 

Best regards, 

I'-vUt-r 


P.S. Please understand, and this is for your information, that 
this deal will be subject to my convincing ADM and they will only 
be convinced if Kriete/Man are able to provide the iron-clad 
performance guarantees mentioned above. This is a deal breaker 
if the appropriate guarantees cannot be provided. I am sure you 
understand my concern in this regard. 
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cc: fitcn 
Doug 

Regent International 


EXTREMELY CONFIDENTIAL 


October 13, 1993 


MEMORANDUM 


TO: JOSE MANDEL RODRIQUEZ MOLINA 

FROM: DICK VIND 

SUBJECT: U.S. DOMESTIC ETHANOL INDUSTRY REACTION 

AND CONCERNS REGARDING POSSIBLE ISRAELI 
WINE ALCOHOL PURCHASE 


The Chairman of Archer Daniels Midland Company (ADM), Dwayne 
Andreas, was contacted yesterday by the Chairman of Dreyfus 
(parent company of SOFICIA) and notified that an Israeli company, 
GODOT, was seeking "approval" of the U.S, domestic ethanol 
industry to the proposed purchase by Israel of wine alcohol to 
use in a proposed dehydration plant to be build in Israel. 

The U.S. ethanol industry and, more importantly, the very 
politically powerful U.S. National Corn Growers Association, 
cannot agree to the sale of wine alcohol to be processed into 
fuel ethanol in Israel for duty-free entry into the United 
States. The reason is because the Israeli ethanol production 
would not fall under the 7% limit governing the CBI ethanol 
industry. In other words, Israel would have no limit and could 
potentially flood the market in the U.S. with duty-free processed 
wine alcohol. 

The real problem would be the political backlash that would occur 
in the U.S. whereby the entire offshore wine alcohol dehydration 
industry could be destroyed if the Corn Growers were to reopen 
this issue and demand congressional action. 
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E D & F MAN ALC 




0HOLS ^ V. 


To 

I0P Associates ’ 

Fax No 

Att 

Mr George Fitch 

Fran 

Jeffrey Tuite 

Date 

21st February '94 

cepy : 

Cat Grojp 

No. of pages to follow : + 


Gocd Day- 


Very many thanks for your fax today. 

A couple of corn-rents without to ouch thought. 

Firstly it may suit us to take all the alcohol at one go. It 
seests that we can find enough storage either in the Caribbean 
or Europe to match the task. I would suggest that it. may be 
possible at a European oil terminal to have the alcohol 
technically exported from the EC for GATT purposes and held in 
suspense in a custans free zone but I can check on this. I know 
that Byron has identified scire storage in the Caribbean and we 
looked at the Bahartvas but the price was extortionate, naturally it 
would be better to try to negotiate the liftings between new and 
July '95 frera a cost point of veiw but we could make a gesture and 
remove a good chunk straight away because we all probably want to 
gear up for supplies for the rest of '94 anyway. We must also bear 
in mind that we must push for the normal sales in addition to the 
3.5m. All in all we cculd have to ship 6m Hi in one year and that's 
why I'm convinced that Israel will get 1m at least. 

Regarding the point on buying as a Group how do we operate the 
mechanics of this ? Do we set up 'CBI Group Europe limited' 
which makes a bid, is equally owned by all the players and has 
subcontracts with each of the players to supply alcohol ? Kow 
would such a company be funded ? Who would place the bonds, we are 
talking USD 95ra ! The cost and fobbing comes to another USD 35m. 
Then there's financing ! This is only the 3.5 remember, i think 
our corpany would consider funding the operation if invited but 
of course on ccmnercial terms. My opinion is that to have one 
ccopany to bid would be to transparent for the EC and would 
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give them a legal problem so we may have to go back to a couple 
of bidders or bidding in the usual way. Certainly we could push 
for interchangebility between East coast and West coast to 
facilitate swapping etc.. 

Certainly I think it's vital to tie the deal up so that we do not 
attract rore Caribbean players into the business at the last 
mcmient. 

In terms of price the nr have to understand that the costs of this 
operation will be greater than cur normal costs and this will 
inpact on the price. On the other hand we ackolwedge that they will 
give us security of supply. Fartunatly, or unfortunatly, depending 
on your veiw, we are in the pits of the US market at the moment and 
this is probably a good tire to negotiate the price basal on the 
current market and the idea of a formula would be difficult for us 
to work if the EU want lifting within say twelve months. 

I'm afraid these are not constructive thoughts, just first thoughts 
along obvious lines and I will be back with more ! 

Xncidently, it wauld be better to have the meeting with Commission 
in the middle of the week ie 3rd March. This gives us more time to 
travel# get organised and meet prior to the eu. 


Best Regards 
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Regent International 


Sent Via Fax 


April 6, 1994 


MEMORANDUM 


TO: DICK BOK 

FROM.* RICHARD VIND 

SUBJECT: CBI TENDERS 




I appreciate your quick response. Given the politics in the EtI, 
X agree we should prepare "bids as usual". 

As mentioned in our conversation this AM, I will have price 
information for you on or before April 14. 

My travel plans now are to go to Europe the week of April 18. 
Meetings in Brussels probably 19/20. 

I will not know my exact travel plans until probably April 12 so 
I will communicate my itinerary along with pricing information 
prior to April 14 to your office. 


Best regards. 
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/ U t? Associates, me. 

International Business Advisors 


Ctorg* B. Filch 


April 28 1994 


TO: CB1, ETHANOL GROUP 
RE: FROST FUELS PETITION 


At this moment, a decision is being made whether to proceed more 
slowly or continue full speed ahead on the letter ruling. Sandra 
Gethers, and perhaps some of her colleagues, along t with Frost and 
his attorney are meeting in the office of John Simpson, Deputy 
Assistant Secretary of Treasury. Eric Vaughn of the Renewable 
Fuels Association told me he knows Simpson ai§3 he will now call 
him right away. Steve urbanzyk of Williams & Connolly and ADM's 
attorney: says he will immediately call Harvey Fox at U.S: Customs 
and tell him not to make a decision until he has carefully 
considered the contents of a letter he is drafting right; now and 
will have to him by COB today. (Sandra Gethers got our letter 
this morning and .-a faxed copy two days ago) 

Later this afternoon. Frost and his attorney will meet with Eric 
Vaughn to ostensibly ask for the support of the NCGA s KFA, but I 
suspect to propose a compromise where they will accept a cap of 
24 mil-lion gallons annually. Vaughn says if that happens he will 
unequivocally reject any compromise. 

Vaughn is drafting a letter - unfortunately it hasn't been sent - 
from the NCGA to the who's who in Washington, i.e. Senate leaders 
Dole and Mitchell, House leaders Gephardt and Michael, several 
Cabinet secretaries, etc that says a favorable ruling would 
destroy the fragile compromise between US industry and CBI 
ethanol producers as well as damage the CBI. (we should send 
TilgOnkarap a copy of this letter, since he claims to so mindful 
of the U.S. industry's concerns). 

The letter from Williams S Connolly will be multi-dimens'ionsal. 
Besides hurting the CBI, it will also mention the BP ruling, 
certain technical points from my letter, the simplistic nature of 
molecular sieves, and conclude by requesting that Customs be more' 
deliberate and issue a notice for public comments. The letter 
will go to George Weise, the Commissioner of Customs. 

Rogers & Wells, who are representing Hogan fi Co and I believe 
E D S F Man will have letters out today to George Weise and 
Harvey Fox mentioning the CBI ethanol compromise and how Congress 
did not consider ethanol dehydration to be substantial 


<18 Dthorth Drier • (UintsoUlt, VtrgbiU 22X5 • Ttltphvns (703) 347S2S3 • FAX (703) 349-4102 


5413 




135 


transformation. They will also call for a go slow approach since . 
the ruling will have tremendous ramifications. 

From discussions yesterday afternoon at a meeting with Urbanzyk 
and Vaughn, our strategy from this point on should be slightly 
diverse -- to avoid appearing collusive. However, the objective 
will he the same - either grant a notice for public comment or 
rule against the petition. We will all seperately request a 
formal meeting with Customs. In the meantime, since we - 
according to the others - know the issue the best, we should keep 
the pressure on Customs with snippets of information and letters. 
This would include obtaining a letter from theaEU saying it 
classifies alcohol, or the product referred to by Frost in his 
position as HS2207.10, a letter from us providing details on how 
we would be damaged by having to give up 24 million gallons of 
our feedstock, more reminders about mi sc lassifying products in 
unusual tariff categories. In other words, let Sandra Gethers 
and her colleagues know we are their worst nightmare because we 
are watching them very carefully and will pounce on any of their 
missteps or actions biased towards the petitioner. 

The others, Vaughn and Urbanzyk, as well as perhaps Rogers and 
Wells will use their stronger political connections and take the 
political track to fixing this problem. Their job should be 
easier since it looks like we are not up against the Israel lobby 
but up against a good-old-boy Texas connection. Secretary of 
Treasury Lloyd Bent sen helping out some Texas constituents. 

As soon as I know the results of the meeting in Simpson's office 
as well as the Frost meeting with Vaugh, I will be back to you. 

There is another matter which requires your attention. The 
attached is a draft for a letter that Ricardo Kriete will try to 
have the President or Vice President of El Salvador sign and send • 
forward. ; Byron Shirley has been working to get government 
officials over to Brussels and so perhaps does not need to send a 
similar letter. However, the strategy should be the same -gat a 
meeting with the commissioners who signed the agreement to give 
Costa Rica 1.2 million HL, I think the Costa Rica/EU deal, 
bananas for alcohol, et al, can be beneficial to the Group 
because it will break the logjam. 



5414 



136 



E D & F MAN ALCOHOLS 


•To 

Hogan + Co 

Fetrojam Ethanol * 

Fegent International 

IOP Associates 

fax No 

Att 

Mr Tony Hogan 

Mr Byron Shirley 

Messers Dick and Doug Vind 

Mr Gecrue Fitch 

ITcra 

Jeffrey TUite 

Date 

3rd May '94 

copy : 

No. of page# to follow : + 


EC Tenders - Decision Pending 


A matter of great concern is that it appears there is a debate 
within the DG's concerning the levels of the last bids. There 
is an air of pessimism as to whether an award will te made. 

It is necessary to send the commission a defence of the bids. 

I have mentioned the exchange rates, alcohol price and fright 
rates relevent to the previous tender in November “93 tot the 
EC remain unconvinced. I also mentioned the loss of the Pacific 
NW which happened after the last tender. If you can I suggest a 
fax fron each operator to Mr Van Der Stappen by tomorrow. 

She Management Meeting will new take place Thursday 5th May and 
-not 6th ?fey. 

Also of concern is that the Brazilian Hnbassy has been in contact 
with the Coranission expressing interest in alcohol. I think this is 
of the uncertainties at AIMA- With Fugaro in prison and 
rhii firdirg his way with his new political masters there may be 
no decision to sell the 1.6 M hi that was on the verge of being 
craicluded a week ago so new the Brazilians are back to the EC. 
Naturally I pointed out that nothing had changed concerning cur 
arguments against sales to Brazil. X have not teen able to fmd 
out specifically who's behind it except thats it's 'traders'. 

It's probably to soon to assume that MHM have given up with Israel 
ard are now turning thier attention to Brazil ! 

All the information that George Fitch provided on the Israel 
ruling has been passed to Tilgenkanp. Ha has made no continent other 
than 'Israel will have to prove its qualification before the EC 
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Western Petroleum Importers, Inc. 


Richard B. Vind 

PRESIDENT 


bcc: Doug 
Hogan 
Fitch 
Tuite 
Bok 

Molina 


Sent: Via Fax 
011/32/22959252 


May 3, 1994 


Rudy Van der Stappen 
Wine And Alcohols Division 
DG VI 


Dear Mr. Van der Stappen: 

I have been advised that certain persons within DG VI have 
expressed concern as to why CBI dehydrators have tendered bids 
below the prices which were paid in last November. While I 
cannot speak for the other bidders, I can pass on my information 
which I feel will be helpful to you in analyzing the economics of 
ethanol purchased for dehydration. I feel these facts more than 
justify the reduced bid by ADM Ingredients on behalf of Western 
Petroleum's El Salvador operation. 

I. DEVALUATION OF DOLLAR 

Since last November the dollar value has fallen as shown 
below versus the three applicable correncies: 



FF 

PESETA 

LIRE 

November, 1993 

5.9175 

1.3920 

1689.75 

Today (May 3, 1994) 

5.6200 

1.3440 

1588.50 

Difference 

.2975 

.048 

101.25 

% Drop 

6.37% 

3.44% 

5.99% 

Average percent drop 

in value of 

Dollar = 

5.266% 
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Page 2 

Rudy Van der Stappen 
May 3, 1994 


XI. DROP IN U.8. DOMESTIC GASOLINE PRIC ES 

As everyone knows, the value of a CBI dehydrator's end 
product, fuel ethanol, is directly related to the U.s. gasoline 
market. In our case, the main market for our finished products 
out of El Salvador is Los Angeles. The following shows the 
actual drop since November 1, 1993. 


November 1, 1993 
Today (5/3/94) 
Difference 
% Drop 


Average Price - Unleaded Gasoline 


Los Angeles 


$.6486 
■ 5661 
$.0825 
12.71% 


III. LOSS OP STATE OF WASHINGTON MARKET 

Last month the Legislature passed and the Governor signed a 
total repeal of the Washington State tax exemption. This 
exemption was for $.368 per gallon. The vast majority of our 
finished product was sold into this market. Now, with the loss 
of this incentive, and because there are no oxygen mandate 
seasons in place, nor will there be until next October, our sole 
market is in the Gulf Coast (Houston area) where ethanol prices 
are significantly lower than the former Washington prices. In 
fact, prices in the Gulf are down more than $.40 per gallon over 
prices in Washington just 30 days ago. This $.40 equals 
approximately 7.5 ECUS PER HECTOLITRE! 

When you compare our actual bids versus last November, they 
are down on average about 12% or virtually the same as the drop’ 
in gasoline prices. As you can see, even with this modest price 
reduction, it does not come close to equaling the other 
significant reductions in revenues and increased costs associated 
with declining dollar and loss of tax incentives. 


I hope this information will assist you and other Committee 
members in evaluating our bids. In addition, I would like to 
point out that as it specifically relates to El Salvador, the 
actual tender document refers to the additional freight costs 
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Page 3 

Rudy Van der Stappen 
Kay 3, 1994 


incurred by West Caribbean dehydrators. This must also be taken 
into account when our bids are compared, especially to East 
Caribbean dehydrators whose ocean freight costs are more than .2 
ECU per HC lower than West Coast freight rates. 

If our bids are rejected, it would represent a severe financial 
problem to my company. For this and the above reasons, I 
respectfully request that our bids be accepted. 

Best/ regards, 

^Richard B. Vind 
chairman & CEO 
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Regent International 


[CHARD B. VlND 

CHAIRMAN! 

CHIEF EXECUTIVE OFFICER 


Sent Via Fax 


January 26, 1995 


Mr. Jeffrey Tuite 
ED&F Man Alcohols 
London, England 

Dear Jeff: 

I will be traveling to El Salvador next week in order to 
ascertain first hand the extent to which my competitor has 
damaged and disrupted our business operations there. 

You should be aware, that following our phone conversation of 
last Friday, four additional calls were made from the Minister of 
Economy to my El Salvador General Manager attempting to force us 
to allow three Kriete employees into our plant. 

This blatant attempt to use the Ministry to steal trade secrets 
is repugnant, offensive and unprecedented. 

I feel quite sorry that I was the one that recommended these 
people to you as customers because it has evidently put a great 
strain on what I had always felt was a good relationship between 
you and me. 

However, I will put my personal feelings aside in the spirit of 
attempting to cooperate for the benefit of the CBI Producers 
Group as a whole and for the benefit of my company, in 
particular. Be assured, however, that I feel no reason to 
cooperate to the benefit of The Krietes because it’s obvious that 
they have only my worst interests at heart. 


5163 
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Page 2 
Jeff Tuite 
January 26, 1995 


In regard to the CBI Group, however, we must try to present to DG 
VI a united front with relation to two key issues before us now: 


1. How and when to allocate the 1,000,000 HI (or 775,000 HI if 
Costa Rica is deducted) and: 

2. the last date for export of this 1,000,00a HI. 

My information indicates that if we each attempt to lobby on our 
own behalf without some sort of a general agreement, then we 
stand the possibility of DG VI “running for cover" because they 
would then be forced to make a decision by themselves with five 
competing interests. This is certainly a less than desirable 
scenario. 

Please give me your thoughts on this matter by return fax. 


Sincerely, 

Richard B. Vind 
Chairman & CEO 


bcc: George Firch 
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Date: November 13, 1995 
To; George Fitch 
From: Dick Vind 
Subject: DGVt “Doublespeak” 


Please review the enclosed articles from a recent [October 20, 1995] issue of Agra Europe Magazine. 

This article seems to completely refute Alex’s comments made to us at our meeting of last week. Although 
the lead paragraph is not easily readable because the fax machine “ate' it, what it says is that The 
Commission is increasing the amount of compulsory distillation for this coming year [1995-96] versus last 
year [1994-95] by 137,000 HL. Although small, it nonetheless is a definite increase, and shows that the 
total amount of alcohol to be distilled via compulsory distillation for the three primary countries of Italy, 
Spain and France for this coming year will be a total of 5,400,000 HL. 

It must be further noted that this year's total wine production for these three countries is estimated to be 
131,900,000 HL versus last year’s 130,927,000 HL. With compulsory distillation being 4% of the total, if 
you take the total EU wine production of 155,400,000, this means that a total of 6,216,000 HL will be 
available for EUstocks this coming year. 

It is apparent that there will continue to be significant overproduction in the EU for years to come, in that 
the Commission’s efforts to reduce production have failed. 

On a related matter, I have reviewed your memo to the CBI group. Your suggestion on opening up future 
tenders to avoid the GATT limits are troubling unless we couple it -with some type of end-use restriction. 
This is because, as you can also see from the second article, notwithstanding what Tuite said at the 
meeting, it appears that the Brazilians will be back into the market in a big way next year. Unless we place 
some type of restriction on end-use, they’ll easily outbid us for the entire EU output. 

What happened to our end-use language we discussed with Olsen last year? - 

I would appreciate your investigating these matters as soon as possible and giving me the benefit of your 
thoughts. Also, I want to report the results of my meeting with the SENPA folks. 
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Regent International 


Sent Via Fax 


November 20, 1995 


TO: Dick Bok 

ADM Ingredients 

FROM: DickVind 



Finally received a phone call from Tuite at 3:30 PM PDT USA. Jeff stated he had at last been successful 
in talking to the Kriete’s and they have agreed to split the tender with us. 

Jeff’s only reservation was that Kriete insisted that Man be the purchaser of the tender. In order to avoid a 
“show down” or bidding contest, I agreed to this request. 

Therefore, Man will be bidding on the 75,000 hi out of France at a price of 5.02. I would suggest that 
ADM underbid at a price of 4.85. This will serve as a safety net in the event Man’s bid is rejected for any 
reason. As a reminder, bids are due in this Thursday, November 23. 

With regards to the sharing, I made it explicitly clear to Jeff that we (ADM & Western) would be 
purchasing the product FOB Port-la-Nouvelle from Man on a totally transparent basis. We would then 
assume responsibility for our own shipping which presumably we would be able to coordinate jointly in the 
future. 

I would suggest you contact Tuite tomorrow at your convenience to confirm and request a signed 
agreement between both parties in order’to assure compliance with this accord. 

Best regards. 
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Megent International 


Sent Via Fax 


June 4,1996 


MEMORANDUM 


TO: DIRKBOK 

FROM: DICK V£ND 


It was a pleasure talking to you today. I am glad your move was successful and hope you 
are happy in your new environment. 

As we discussed, it’s very important that you do everything reasonably within your power 
to try to convince DG VI to issue a new tender prior to June 30, 1996, the end of this 
GATT year. We have received conflicting views as to whether or not any product under¬ 
lifted can be “rolled over” to next year. We should not take the risk. 

Notwithstanding what Rudy told you and me last month, it appears he is backing away 
from his commitment to issue this tender, as evidently he is being pulled in too many 
different directions by Jamaica, Costa Rica and El Salvador. 

You will recall when we met with Alex that he was willing to have a new tender before the 
end of June, but that the Italian quantity was suspect. George Fitch was in Rome last 
Friday and confirmed with the EU’s Feoga people that in excess of one million Hi of EU 
wine alcohol is in storage in Italy. 

There remains approximately 500,000 HI of under-lifted wine alcohol available to be 
tendered within the quota during this GATT year. Please ask Jose Manuel to lobby Alex 
and Rudy, along with all of the other members of the DG VI Wine Alcohol Management 
Committee for a 500,000 HI tender to be approved in the June 26 Management 
Committee meeting. Tank locations can always be submitted later, but what is most 
important is that the tender be approved prior to end of June, therefore, beating the GATT 
deadline. 
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Page 2 
Dirk Bok 
June 4. 1996 


Also, you should be advised that the forecast for the crop this year is very good. 

Therefore, it should be incumbent upon DG VI to sell as much as possible prior to June 
30, 1996 so as to avoid it becoming part of a huge surplus which they will be unable to sell 
next year. 

I also ask that you urge Jeff Tuite to lobby aggressively on this issue as well, as it will 
reduce the competition which could well arise for the bidding on the existing tender. 

Tell Jeff that we would ask that one-third of the tender go to El Salvador and two-thirds 
to Jamaica, given the assumption that Costa Rica still will not bid because of the large 
quantity still remaining to be processed from their special one million HI tender. If Costa 
Rica decides to bid, then we ask that the new tender be split 50/50 East-West. 

As always, I appreciate your efforts. 

Best regards. 
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Date: June 17, 1996 
To: Dick Bok via fax 
From: Dick Vind 

Subject: EU Wine Alcohol Tender- Due date: June 24 



This will confirm thrfADMyill be bidding 5.9 ecu on Spanish tender (194-96) and 
somewhat less, (say 5. /5)~on Italian tender (195-96). 

I assume you have discussed with Man, and that all is OK. Please call if this is not 
the case. 

Hope all is well. 

Best regards, 

"P^ 

Dick 


cc: Doug Vind 
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/ O P Associates, Inc. 

International Business Advisors 


George B. Fitch 
President 

October 16, 1996 

TO: RVIND '' 
D VIND 


1. EIMA: 

Spoke with Lazzareschi. He said he’s still waiting on Chiappone to 
make a decision on the performance bond. Once he does, the contract can proceed 
immediately. He suggested I ask Chiapppone to hurry it up. Chiappone wants a 
peformance bond of L 140,000 per hi since he believes it could be denatured 
outside of Europe. Lazzareschi will accept a performance bond of L 60,000 and 
believes it should be denatured in Europe. (Our offer was L50,000). 

Until I speak with Chiappone, I wont know why Chiappone is ignoring 
EIMA's preference to have it denatured in Europe. However, this does provide you 
with another option: denature outside of Europe. Til contact Jeff and ask for his 
preference. 


I called Renata and told her that we would like her to attend the 
meeting with EIMA to assess the location of the 300,000 hi which they will be 
providing. I told her we were trying to speed things up. She said she would be in 
Rome only on Tuesday and Wednesday of next week. However, she should be in 
most of the following week. 

2. RUDY: 

Fve not been able to talk to Rudy about Jamaica processing some of 
your 100,000; expediting notification to SAV to release the alcohol; and the next 
tender, i.e., 100,000 or 150,000. He's in London today and hopefully Jeff knows 
about it, will see him, and raise the issue(s). 


o o 

c. o 


7.4 
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3. HERBERT: 


Herbert said he had lunch with Rudy on Thursday and told him that he 
could not agree to giving Jamaica all of the 150 until his board discussed and 
approved it, which would be next Tuesday. He said the Board wants to colloborate 
with the others, join a CBI Group and be unified. The Board will agree to the 5 
points of the Brussels m.o.u. He said he has been trying to reach Jeff to have him 
send a formal m.o.u. on these five points which LAJCA would sign. He said he 
could call Rudy and tell him to give all the 150 to Jamaica. I told him it would 
delay things too much, but if he is sincere, he must agree not to bid on the next 
tender. He agreed. As one of the 5 points, he agreed to accept - after the next 
tender - the old formula of50-50 East and West He said as soon as he gets a 
formal m.o.u., he will present it to the Board to sign. 

Byron Shirley and Petrojam are so vexed now with Herbert and LAICA, 
I doubt Petrojam will sign the m.o.u. 
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E D & F MAN ALCOHOLS 


FAX TRANSMISSION 


To 

Regent International 

For 

cc 

Fax Number 

Messers Vmd 

From 

Jeffrey Taite 

Tel 

44 171 285 3172 

Fax 

44 171 285 3655 

Date 

Pages . 

30th December '96 


F.D Ethanol 


Following our conversation a week ago I talked to Mr Balzarreti regarding the idea of 
the Gasohol plant being sold Co you. His comment was that it was an interesting idea. 
He did not comment further. If you are serious you should talk directly to him. He is 
quite prepared to toll process ethanol for you and to be competitive with LAICA. 

Regarding the tanks in Acajutla, Balzaretti also thinks that they are overpriced but does 
point out that to build that volume from new including die land would cost something 
in the same region of the asking price. At least that was Gasohols' experience he said. 

I do think that there are possibilities to develop at least the idea of the toll processing 
and hiring Gasohols' Acajutla tanks for your feed stock imports in the short to medium 
term. 


Herbert Wolf has been in contact and mentioned he had talked to you regarding the 
upcoming aDocations from the one lot available in Europe. Would you have any 
objection to Man buying the lot and disbursing it to the interested parties ? 

When can I expect the first sample of the ethanol for Europe t 

If we do not correspond prior to 31st December may we wish you all a good New Year 
and may 1997 be a fruitful year. 


Kind Regards 



Sugar Quay Lower Thames Street Londoc EC3R 6DU 
Td 0171-235 3114 Telct 885431 ESFMano Fax C171-867 0774 

t*fX*craS a So Z697KF7 

A aenfecr £**» l O * t Um Crraif 
A iSvwa of E D * f K*» bqnU fnrtau Ltd 
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Western Petroleum Importers, Inc. 


Sent Via Fax 


December 31, 1996 


TO: 

JEFF TUITE 


MAN ALCOHOLS 

FROM: 

DICK VTND 

RE: 

YOUR FAX - DECEMBER 30, 1996 


&££J. 


We will pursue Gasohol arrangement. I will be in El Salvador next week. 

Regarding upcoming wine alcohol lot, we agree to Man buying the lot and 
disbursing it to the three parties. We agree to a !/< allocation, i.e. 12,500 HI. 

George Fitch will be in Europe beginning January 9 with samples in hand. He 
will contact you. 

Best regards and Happy New Year, 



910 E. BIRCH STREET • RO. BOX 1400 . BREA. CALIFORNIA 92622 • (714) 990.3333 • FAX: (714) 990-0418 


4481 
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IO P Associates, Inc. 

International Business Advisors 


George B. Fitch 
President 


February 26, 1997 

TO: RVIND 
D VIND 

RE: TELECON WITH TUITE 

1. Jeff will tiy to reach you today. 

2. Hell know by the end of this week about going to Salvador. He’s got to be in 
Jamaica sometime between March 10 - 14, and could go on to Salvador if it was 
worthwhile. I said you thought it was worthwhile so as to (a) continue discussions 
about the Kriete's leasing their facility (b) continue discussions about his buying 
industrial alcohol from you, (c) discuss a common strategy for sharing EC wine 
alcohol. 

3. He did receive my brief on rales of origin. 

4. He believes his purchase from you of 1,200 T plus of industrial is for all intent 
concluded. 

5. He shared his thoughts on how Rudy viewed future sales to the CBI, which 
were more skeptical than mine. I didn't tel! him that I had just talked to Rudy, just 
that I would give him a call and let him know if Rudy told me anything 
substantially different than what Jeffbelieves. 

6. He said he talked to Balzaretti last night and though not wild about the idea of 
leasing, did not dismiss it and left it were he would discuss it with Ricardo. 

7. He said he could help with Mexico, though did not know any of the distributors. 
Presumably his help then would be to ask the Krietes for the name of their buyer 


6048 Deborah Drive • Gainesville, Virginia 22065 ■ Telephone (540) 347-5283 • FAX (540) 349-4102 

4333 
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RETAINER AGREEMENT 



This agreement made effective as of April 17, 1997 by and between LIGA 
AGRICOLA INDUSTRIAL DE LA CANA DE AZUCAR (LAICA), GASOHOL 
DE EL SALVADOR, WESTERN PETROLEUM IMPORTERS, PETROJAM, 
JAMAICA ETHANOL PROCESSING CO., JAMAICA ALCOHOLS, hereinafter 
referred to as the CBI Ethanol Producers Group ("GROUP") and GEORGE B. 
FITCH, t/a IOP ASSOCIATES, hereinafter referred to as "CONSULTANT." 

WHEREAS, the GROUP faces a severe problem with the attempt in the y.S. 
Congress to change the U.S. tax incentive for ethanol through H.R. 161; 

WHEREAS, the GROUP desires to act collectively to encourage the European 
Union to tender a maximum amount of wine alcohol for the Caribbean Basin and 
has agreed on a formula for the distribution of such alcohol to individual members; 

WHEREAS, the GROUP desires to act collectively to encourage the European 
Union to remedy the GATT restriction on exports of wine alcohol; 

WHEREAS, the GROUP desires to engage the CONSULTANT because of his 
knowledge and previous work on these issues; 

THEREFORE, for valuable consideration acknowledged by execution of this 
Agreement, the GROUP and CONSULTANT hereby agree as follows: 

• I. CONSULTANT shall implement a strategy to supplement the efforts of the 
Renewable Fuels Association(RFA), and any lobbyist the Group might engage, to 
prevent the passage of H.R,161 by: 

(i) lobbying members of the Subcommittee on Trade’ of the House Ways 
& Means Committee as well as the Administration; 

(ii) co-ordinating the efforts of government officials, i.e. ambassadors, of 
the Group member countries in lobbying the U.S. Congress and Administration, 
which would include preparing briefing papers and talking points for such officials; 

. (iii) responding to further requests for assistance as they arise by the RFA. 

» n. CONSULTANT shall encourage the European Union, principally DG6, 

DG1 and DG8 to tender as much surplus wine alcohol to the Caribbean Basin in a 
timely and consistent manner, which is derived from 1996 by-product distillation 
and the transfer of.approximately 1 million hectoliters from EIMA. 


r* A n 
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III. CONSULTANT shall encourage and assist EU officials to seek and adopt 
a solution to the GATT problem, having previously identified several solutions. As 
required, CONSULTANT will work with government officials of the countries of 
the Group members. 

CONSULTANT shall be compensated'as follows: 

I. Consultant shall receive a retainer of $6,000 per month, inclusive of 
administrative and communication expenses, from the Group; i.e, $1,000 from each 
of six members; payable $12,000 immediately and $6,000 on June 17, 1997 and on 
the same date of each month thereafter through September 17, 1997. 

II. Consultant shall be re-imbursed for travel expenses, which is anticipated 
to consist of two trips to Brussels at an estimated cost of $4,500 per trip, the first of 
which is likely to occur in May when the EU receives written notification from 
EIMA that approximately 1 million hectoliters has been transferred. Actual travel 
expenses incurred shall be submitted for payment with the next monthly invoice for 
the retainer fee. Any additional travel which may be required shall require the pre 
approval of the'designated member of the Group, Jeffrey Tuite. 

This AGREEMENT shall be for a period of six months and each party indicated 
below has caused it to be executed: 

LAICA - PETROJAM 

By:_-_ . ■ B >' : --- 

Gasohol de El Salvador ' Jamaica Ethanol Processing Co 

By:__ B >' : - 

Western Petroleum Importers Jamaica Alcohols Ltd. 

By:__ B y ; - 


IOP Associates 
By:_ 


i <i 
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IO P Associates, Inc. 

International Business Advisors 


~UA 


George B. Fitch 
President 

July 16, 1997 

Mr. Jeffrey Tuite 
ED & F Man Alcohols 
Sugar Quay 
London, England 

Dear Jeff: 

I spoke with Dick last night after our conversation and he agrees that the two of 
you should meet as soon as possible to spend "quality" time to not only discuss but 
reach agreement on several issues. From his side, the issues will be: (1) finalizing 
the contract to buy your alcohol to sell Pollock, although this could be concluded 
before the meeting: (2) how to work together to sell his T-2 alcohol to European 
spirits producers for at least the next two years; (3) a joint venture for his operation 
in El Salvador and quota of EC alcohol; (4) the purchase and re-sale of the EIMA 
150,000 hi if it comes about and what more can be done to bring it about. I have 
asked Dick to elaborate on these issues, and any others he might have, for your 
review before the meeting. I told him that you would identify issues you wish to 
raise so between the two an agenda can be established to make the meeting as 
productive as possible. 

I told him that you would be in a better position after Monday to discuss #2 above, 
so the meeting should be soon thereafter, i.e., Tuesday or Wednesday and be held as 
you prefer in New York. If you both desire, I can attend the meeting. You might 
decide that you woukl like to use me to assist in any of the issues the two of you 
agree to. 


4799 



6048 Deborah Drive • Gainesville, Virginia 22065 ■ Telephone (540) 347-5203 • FAX (540) 345-4102 
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Western Petroleum Importers, Inc. 


July 16, 1997 

Mr. Jeffrey Tuite 
ED & F Man Alcohols 
Sugar Quay 
London, England 

Dear Jeff: 


George Fitch has relayed to me your agreement to meet sometime next week (preferably in New 
York) to discuss a variety of issues of mutual interest to us both. 

He recommends that we prepare an agenda, so we can be best prepared to discuss these matters. 
Here are the matters I would like to discuss in detail with you: 


1. Finalizing the contract re: purchase by Man of our current alcohol production from El 
Salvador into the brandy and/or industrial alcohol markets. 

2. The sale by Man to WPI of a quantity of T-2 GNS for delivery to Allied 
on a short term basis, leading to the creation of a long term contract to 
supply Allied with T-2 GNS from El Salvador. 

3. Establishing a joint marketing relationship for Man to distribute our El 
Salvador GNS production within the U.K. and elsewhere in Europe. 

4. Creating a joint venture between Man and WPI on our El Salvador 
distilling, terminalling and marketing operations , which could include the 
joint marketing of ADM GNS throughout Central America for which 
WPI has an exclusive arrangement. 

5. Formalizing an agreement on the purchase and resale of EIMA alcohol 
from Italy. 

6. Joint Marketing efforts on fuel ethanol production from the CBI. 

and, any other matters which could be of mutual interest and benefit. 


Please let me know your schedule and availability, and I’ll coordinate with you. 
Best regards. 


Dick Vind 


cc: George Fitch 


910 E. BIRCH STREET 


RO. BOX 1400 • BREA. CALIFORNIA 92822 


(714) 990-3335 • FAX: (714) 990-0418 
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December 26,1997 


\ 


pd&ujj l/U*^ 
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Mr. Dirk Bok 
ADM Ingredients 
Eibewig 125 
3196 LC Europort 
The Netherlands 

Dear Mr. Bok: 



ADM BlOPfiODUCTS 1 


LAICA is a qualified CBI ethanol dehydrator located In Punta 
Morales, Costa Rica 


This shall serve as confirmation that LAICA agrees to process 
hydrous wine alcohol purchased by ADM from the European Union 
Intervention agencies into finished anhydrous ethanoi for sale In 
the United States as motor fuel, according to EU regulations 
\ governing the sale of wine alcohol for dehydration In the Caribbean 
Basin. 



Lift* AglrfcoU Tnduibriii dc la Cano dc A»lk*r 
Tel.: I50fi) 157*?7H Paxt (5M) 21I.7IJC Apdo.: 133 ftTuJOT Coal* Rica 


5732 
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I.O.P. Associates 


13 Main Street International Business Advisors 

Warrcnton,Virginia 

20186 



Phone 540-347-5283 
Fax 540-349-4102 
iop^mnsioccom 


FAX MESSAGE 


March 5,1998 


TO: CBI ETHANOL PRODUCERS GROUP 

Jeffrey Tuite - Man Alcohols Herbert Wolf - LAICA 

Byron Shirley - Petrojam Gerry Balzarettt - Gasohol 

Dick Vind-WPI 


Results.oLCBI Group Meeting; 

The Group agreed to the following, with regard to: 

1. Lobbying HR 2175 - extension of ethanol subsidy to 2007. Group members will alert 
ambassadors in Washington that I will be contacting them. By Friday, I will provide you with 
talking points to use in your request for assistance from your ambassadors. 

2. Contribution to California effort Group members tentatively agreed to contribute 
$5,000 each to a fund to a hire a California public relations firm to lobby for the ethanol bill 
before the California legislature. See attached from Doug Vind. 

3. Joint marketing program. Group agreed to consider pooling a certain amount of ethanol 
for a collective sale to a certain customer. Doug Vind will pursue identifying the best customer 
in the best marketplace and the amount to be pooled for this customer. With regard to joint 
marketing of wine alcohol, Jeff Tuite will develop a cost formula for equitably sharing the 
different fobbing costs from different tenders, so that the cost of fobbing to each member will be 
the same, regardless of origin. 

4. Member’s share of wine alcohoL Members present re-affirmed the formula for 
distributing wine alcohol amongst themselves. Jeff Tuite and, if necessary, George Fitch will 
consult with Gasohol to get their concurrence. 

5. EU tenders. George Fitch will step up efforts to secure another tender of400,000 to 
500,000 hi in late April/May and then a tender of as much as possible of the 700,000 hi of 

£45'J 


158 


"EIMA surplus” in late June/July; such efforts to include a visit with Mildon and Rudy in April, 
where he win also raise the issue of extending the destination restrictions to include CBI interna) 
markets- He will also explore mounting a campaign to discourage DG6 from selling up to- 
4QO,OOOhl for industrial uses in Europe. 

6. EIMA. Rather than continue to hope that EIMA will eventually be desperate and tender 
to the CBI at the low price of i 0,000 lira/hl. Group members will now consider whether to get in 
the industrial alcohol business and pay 30,000 lira/hl to EIMA. JeffTuite is to inform the 
Group, after a visit to Sweden, what are the market prospects for selling industrial alcohol in 
Sweden, and perhaps elsewhere. 



245 i 
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Monday, July 13.1998 




Western Petroleum 
Importers Inc. 


Fax 


To: JeffTuite _ From: Doug Vind 


Fax: 44-1-71-285-3655_ Pages: 1 


I had hoped to hear from you today regarding the situation that has developed in the 
Northwest. You can imagine my surprise and disappointment today to learn that the 
“deal” I have been discussing with you for the past several weeks involving the 
shipment out of Costa Rica and El Salvador had already been concluded last week. 
You can also imagine my embarrassment with my customer when I called them 
today to firm up the transaction only to learn that they had been offered product 
which I had been previously told was not available. 

My current frustration with the recent sequence of events is matched only by the 
humiliation of relying on what was indicated as timely and accurate information, 
representing that information as fact, and having my credibility at risk when the 
“facts” changed. 

As you are aware, I have been actively working with your office in seeking a vessel 
to accommodate the delivery of both parcels. Because the sale was to involve a 
direct contract between Man and the customer, I revealed the targeted value for the 
product to you for your concurrence, which you provided. Late last week I attempted 
to reach you several times to discuss this matter but did not receive the benefit of a 
return call. As it turns out, you had already concluded this transaction but elected 
not to inform me. A simple call would have saved me from looking foolish today. 

At this point I need to reconfirm your commitment to providing the 900,000 gallons 
out of El Salvador in a joint shipment sometime on or after mid August. As I have 
already actively represented this volume as available for delivery, I would prefer to 
avoid a repeat of today’s confusion in the event you have made other unilateral 
arrangements. 

Additionally, I wish to discuss this entire situation with you in greater detail in order 
to try and understand exactly how things got off track. Please call me at your 
soonest opportunity. 


4795 
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To 

For 

cc 

Fax Number 

From 

Tel 

Fax 

Date 

Pages 


E D & F MAN ALCOHOL 


FAXTR ANSMISSION 



Wester Petroleum Importers / LAICA/Galahol 


Messers Vrnd - Mr Herbert Wolf - Mr Byoi 




e El Salvador H 
irley 


Jeffrey Tuite 
44 171 285 3172 
44 171 285 3655 
3*^ Febnuuy 1999 


East Coast - West Coast 


Good Day 


I address the question which Doug raised regarding pooling costd 


which we understand to have been awarded to CBI operators. Pe sona ly, I tiling the 
proposition is not unreasonable given that the next tenders are lil ely t< be all Italian 
and the West Coast may not have a chance to be compensated. I hink ts on the agenda 
for Las Vegas. I have not really discussed the issue with Byron oi SOF SCIA in depth 
but my view is that the matter is not really an issue and Man would go |ilong with 
averaging. However, I cannot usurp the other East Coast opinion. 

I just don't want you sitting there thinking my silence is a negative not< 


recent tenders 



/ 


Sugar Quay Lower Thames Street London EC3R 6uU 
Tel 071 -285 3114 Telex 885431 EDFvan g Fax 071-867 0774 
stored in England No “2607101 | j 

A cumber of the EDif Man Group 


Lio rv3 


SS9C S8Z mo frva n:si 
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Aooiojo 

Conf i rmation Report - Memory Send 

Tiase : Se?H4-20GO ?0:!6aa 
Tel line : +7149900418 
Name : KC REGENT 


Job number 

Date 

To 

Document pasas 
Start time 
End tine 
Paies sent 
Status 
Job numher 


349 

Sep-14 09:59am 
1505221783S 
002 

Sep-14 f0:04ara 
Sep-14 10:16am 
000 

*** 


SEND FA I LED *** 


Subject: Re: Agreement *e» ahvayi export 2/3 LAICA and 1/3 WKC 
Hate: Tliu, 14- Sep 2000 10:52:51 -0700 
From: Donm Henderson <R«bbit9@eiwilJink.iu:t> 

To: Mercodeo <laieaexp@soLracso.co.cr> 

CCs Doug Vind <dbvbrea@aoLcom> 

ATTTJ: HERBERT WOLF 
JOSE JX2v*E>EE5E 


Tim 2/3-1/3 spilt bAH two** oneffixtive guideline in determining export percenuses up until now Our 

10 procossing until mid November 


This is no longer the ensue as demonstrated by the- fiict that Lnict 
And 2/3 of the product does not belong to Uuca. Its that simple. 


If you. look at your own inventory figures that you gave me. as it stands righi now Laifa v,— 
processed all of the feedatoclc in inventoiy. This processed feedstock will Her loaded Aboard two vessels 

imruj to you dated September 13th, And resent again to you today. If you look at the tnml nunntiw L 
1 , P r ° c * **» d wiU find that fi2-3CM2% of it belongt to LrUCA 5 ^md 37 69S8 V. ofh ?S 

WEC. In order to shap proportionately and evenly based upon the total processed gallons available a 

ttme, you must ship usurp, these percentages nr>*.-~~.-— r a rr> x-«x “ “vaitable a 

own. Please see my example: 


» otherwise LAICA would be shipping r 


a product than they 


Total inrv. per Jose 9/ 14: 
■WEC share of product: 
1-AlCA share of product: 


144,616.75 hi pa 
5-4.514.30 hips — 37.6958% 
90.102.23 hlpa — 62.3042% 


If Laica ships 2/3 on A. Swan — 75.656.91 hlpa 
IfLoiCn ships 2/3 on the Drift — 20.353.29 Kina 
96.210.20 hlpa 


Laics only has avail. 90,102.25 hlpa total t 
you do not own 2/3 of the product 7 


• ship, so how is it that j 


n justify a 2/3 -1/3 split, when 


Mecsdco wrote: 

DAAr Doug and Donna; Plsaas upaato me 
L-AJC2A and WEC. Herbert hu explained to 

always export under thla » a >~m.ntTn. product mat came on me Mara rue whloh was 

ivsi4"w«" “ rssns:: 

2»« of Silver Rlvsr on ths Exportation of tne Atlantic 
arid 37.0658 %» for WEC H» not ration. 

Swan: 


your posiuor, rwoardlng the 2/3 and 1/3 ■gaem.nt between 

iloohol came Into Punts Morale*. we wilt 


why do you wsi 

: Swan, your proposal riant not 
»- PJeaae explain to us mis situ abort. If v 
7S.0S0.01 HLPA (06.0066) of 
3T.BZP.S1 HLPA (33 «Kn of WPC1 


include more product from Z _ 

=w to export 82.3042% for LAUCLA 
w« export on the Atlantia 


lOlSS 
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RUN DATE: 26-Sep-OO Load Valencia: eta: late Feb 2000 

Arr Costa Rica: eta: late Mar 2000 

-Projection- Wet Cargo #50 
Man Ten no. (273/99) "Dzmtari" Purchase from ADM/Man 


16,667.00 

1,466.67 

WPI 

ml 

Man Tender no.273/99 

est. Euro/S exchange: 

1.01 


Pure Gallons: 


COST OF PRODUCT: 


Total: 


440,342 


Cost of Product 6.30 

DN00020S 

$106,052.12 

5 

est. gals to be processed: 


FOBBING: 




427,132 

wpi 

Trucking/T3 

DNOOOZ38 

S32,205.62 


Yield Rate: 

97.000% 

Senpa Storage 


$0.00 

$ 

Production loss: 

3.000% 

Tepsa Storage 

DN0G0298 

$17,798.75 

$ 


(13,210) 

Credit for DN000255 

CN000160 

. . ($77,99) 

-S 



Tepsa-Extra Storage Costs 

DN100010' 

_ • ’$1,670.08 

S< 



Tepsa extra rotation 

DN000255 

$756.33 

S( 



SGS Inspection etc. included in Iberluso fee 

$0.00 

Si 





S52,352.79 

Si 



Man Alcohols Fee($.30/hlpa) 

DN000239 

$4,995,48 

sc 



Adm Ingredients Fee (5%) 


$5,302.61 

$0 



Adm Ing.-Consulting JRML 


$1,060.52 

SO 



Iberluso Commission 

DN000238 

$5,000.00 

$0 





$16,358.6! 

$0 



Cargo Insurance 


$460.00 

$0. 



AVAL Handling-Customs 


$500.00 

$ 0 . 




$0.00 

$960.00 

$ 0 . 



Bid Bond 


$166.67 

so. 



VAT Bond 


$666.67 

$ 0 .' 



Removal GTee (4 months) 


$166.67 

$ 0.1 



Performance Bond (7 months) 


$4,333.33 

$0.1 




$5,333.33 

$5,333.33 

$ 0 .< 



Interest charge thru 2/00-8/00 est. 


$7,000.00 

$0.( 




TOTAL: 

$188,056.85 

$0.4 



Ocean Freight (S40/mt) PAID TO HOGAN 

$58,489.53 

$0.1 


TOTAL Cost CIF Costa Rica 


$246,54638 | SO.5 
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Western Ethanol 
Company LLC 


Memo 

To: Herbert Wolf 

n-j 

From Doug Vind ‘Hr 
Dam September 29, 2000 

Pages: 2 + 3 

Re: Sales Opportunity - REQUIRES IMMEDIATE ATTENTION / RESPONSE 


Further to our telephone conversation of today, I am writing to inform you of the 
details of a sales opportunity for LAiCA’s anhydrous alcohol. In order to participate 
in this opportunity, I must hear back from you by no later than close of business 
on Tuesday October 2 nd . 

British Petroleum (“BP”) has scheduled an on-line reverse auction to be conducted 
via the internet next week. They are requesting pre-qualified ethanol suppliers to bid 
on supplying product into the Ohio and Washington State markets beginning 
November 2000 and running through January 2001. We are interested in bidding to 
supply a portion of the volume requested into Washington State. This Lot is broken 
into partial supply percentages of 10,25,50 and 100%. The total volume requested 
for Washington State is 9,600,000 gallons over the 3 month period. 

I am specifically recommending that LAiCA consider committing to this reverse 
auction the 38,000 HL it has scheduled to receive from Europe. I believe this 
feedstock will arrive Costa Rica sometime during the month of November and be 
available for delivery into the US in December. 

The delivery of denatured ethanol to BP into Washington State can only be made by 
either Railcar or Barge. Direct deliveries of undenatured ethanol cannot be 
accepted. For this reason, WEC is prepared to source railcars of domestic ethanol 
in order to supplement the volume coming from LAICA. This would allow us to bid on 
up to 25% of the requested volume, for a total of 2,400,000 gallons. We are also in 
discussion with Man with regard to their participation for a small piece of this 
business. 
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I expect that the winning bid for the 25% volume will be somewhere in the upper 
$1.30’s to low $1.40's. We are prepared to stop bidding should the price drop below 
$1.38 per gallon. As I mentioned above, the delivery mode into Washington State 
allows for only barge or railcar. In view of this, it will be necessary to first discharge 
and denature the imported ethanol. We then will schedule a barge to transport the 
denatured ethanol to BP's terminal in Seattle. I am in the process of verifying the 
barging, terminaling and denaturing costs but I have been given a range of $.03 - 
$.04 per gallon. I should have this information on Monday. 

I believe that the BP "Request for Quotation" presents a very good sales opportunity 
for LAICA's anhydrous alcohol. However, in order to participate in the on-line 
auction, WEC needs to receive LAICA's commitment to supply the 38,000 HL. We 

must obtain LAICA’s commitment to this program by no later than close of 
business next Tuesday. 

For your guidance, I have enclosed a listing of the Lots to be included in the 
Reverse Auction. As you will notice, we will be required to participate in a “Qualifying 
Round” of bidding on Wednesday September 3 rt . This will enable us to move on to 
the competitive bidding event scheduled for Friday September 5 <l '. 

I greatly appreciate your presenting this proposal to your Board of Directors on 
Monday. I will be in my office and be prepared to answer any further questions 
regarding this matter. 

Best regards, 


DouglasA/ind 


• Page 2 
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Mr. Ose. We are directly inquiring of the FTC whether or not 
these documents constitute a need for an investigation as to the 
concentration in the ethanol industry. 

The inquiry is timely, and it is justified. We are in the process 
of setting legislative policy for the next 20 years having to do with 
whether or not to embed in statute a mandate for use of ethanol 
in an industry that, at least on its face, is extremely concentrated 
and engaged in price collusion or gouging. 

Mr. Kovacic. We will do that. 

And could I ask the chairman’s permission, if we find that there 
are other government institutions perhaps with more formidable 
remedies that might have an interest in the same materials, would 
you permit me to pass them along as well? 

Mr. Ose. We would welcome that, yes. 

Mr. Kovacic. I would mention, as we were going through the 
types of evidence that are helpful, I would also mention that cer¬ 
tainly where there is the cooperation of a company insider that has 
also been an indispensable ingredient in pursuing inquiries. In the 
ADM lysine case that we referred to before, in fact, it was a tip 
from a company insider that was a crucial piece of evidence for the 
Department of Justice in its inquiry. 

Mr. Ose. I do recall the investigation; that was well reported in 
the Wall Street Journal and other media. We have no more verbal 
questions for this panel. We do have some, and we are going to 
leave the record open for submittal of written questions. 

We do appreciate your attendance today. The record will be open 
for 10 days as it relates to this panel. 

Mr. Shays. Mr. Chairman, before you dismiss them, I would just 
like to comment on the questions that you asked, and just say that 
besides being provocative, they are somewhat alarming. And I 
would like to know what the response will be. 

I would love to know, when you have a chance to look at this in¬ 
formation a little bit more, and to inquire when you would be get¬ 
ting back to this committee, so that we could have an assessment 
of how you evaluate them. 

Mr. Kovacic. Congressman, I don’t have an immediate pre¬ 
diction. But, the types of materials we have just discussed briefly 
are indeed, if not simply provocative, perhaps alarming as well. 

Could we perhaps have a day or so to give you a more precise 
response? 

Mr. Shays. If you could give the committee—but I think the com¬ 
mittee needs to have some dialog back as to what your impression 
is and what you are doing with this information. 

Mr. Ose. We will not only share these items, obviously, with Mr. 
Kovacic, but we will provide copies to all of the members of the 
committee. I know we have some over here. But I will be happy 
to provide that. 

I want to thank this panel for attending today. I am sorry we 
went so long. I apologize for that. We will have written questions 
and would appreciate a timely response. 

Mr. Kovacic, we will hear from you sooner rather than later? 

Mr. Kovacic. Yes, sir. 

Mr. Ose. Thank you all. We will take a 5-minute recess. 

[The information referred to follows:] 
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William E. Kovacic 
General Counsel 


(202) 326-3661 


UNITED STATES OF AMERICA 

FEDERAL TRADE COMMISSION 

WASHINGTON, D.C. 20580 


May 6,2002 


The Honorable Doug Ose 
Chairman 

Subcommittee on Energy Policy, Natural Resources, 
and Regulatory Affairs 
U.S. House of Representatives 
215 Cannon House Office Building 
Washington, D.C. 20515 

Dear Chairman Ose: 

I am writing to report to you on the status of the ethanol industry materials that you 
provided to me during the Subcommittee’s hearing on gasoline prices on April 23. After 
reviewing these materials, staff of the FTC’s Bureau of Competition has transmitted them to the 
Antitrust Division of the Department of Justice under the liaison arrangement between the 
Commission and the Division through which we determine which agency will review a particular 
matter. Staff s action in conveying these materials to the Antitrust Division does not reflect any 
decision about the existence of an antitrust violation, nor does it mean that the Justice 
Department necessarily will decide to initiate a formal inquiry. 

If you have any questions concerning the FTC staffs review of these materials, please 
feel free to contact me. If you have any questions regarding further developments in this matter, 
please feel free to contact the Antitrust Division. 


Sincerely yours, 


William E. Kovacic 
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Cottgr&g of tfje United JStateg 

Wteftinston, ®C 20515 


May 17,2002 


The Honorable Charles A. James 
Assistant Attorney General, Antitrust Division 
Department of Justice 
950 Pennsylvania Avenue, NW 
Washington, DC 20530 

Dear Mr. James: 

At a recent hearing before the House Government Reform Subcommittee on Energy 
Policy, documents were presented to the Federal Trade Commission (FTC) that suggest the 
appearance of collusion among certain ethanol producers to manipulate market pricing in the 
United States. On May 6, 2002, the FTC referred these documents to the Department of Justice. 

As you may know, the House and Senate will soon begin their deliberations on a 
comprehensive energy package that contains, among other provisions, language mandating a 
tripling of the amount of ethanol in the nation's gasoline supply by 2012. While numerous 
questions have arisen relative to the ability of the ethanol industry to develop sufficient 
production capacity to meet this increased demand, a concurrent issue has evolved on the 
question of consumer costs likely to occur as a result of this mandated increase. Of particular 
interest is the high level of market concentration within the ethanol industry among a small 
handful of producers; this situation unfortunately creates a favorable environment for price 
manipulation. 

The U.S. General Accounting Office (GAO) apparently shares this concern. A recent 
report by the GAO discovered that the top eight ethanol producers today control at least 71% of 
the market. One producer alone, Archer Daniels Midland (ADM), accounts for 41% of the 
market and this figure may be understated since ADM has marketing partnerships with many 
small producers. While the ethanol industry is already dominated by a handful of producers, 
according to testimony from the Subcommittee hearing, the Senate ethanol mandate exacerbates 
the problem resulting in an even more concentrated industry. 

Alarmingly, the documents produced at the recent House hearing involve what appear to 
be questionable pricing discussions among ethanol industry operatives; discussions that bear a 
striking similarity to past illegal activities for which some industry executives were convicted 
and incarcerated. Given the enormity of the market guarantee by the ethanol usage mandated in 
the Senate legislation, the high degree of market concentration within that industry, and the anti¬ 
competitive behavior suggested by the documents in question, we believe that the attention of the 
Department of Justice is warranted at this time. 


PRINTED ON RECYCLED PAFER 
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Without prejudging either what the documents may be dispositive of, or whether a finding 
of collusion to fix prices by certain ethanol producers may be justified, we hereby request the 
formal and immediate attention of the Department of Justice to this developing matter which is of 
very great concern. 
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[Recess.] 

Mr. Ose. We will call this committee back to order. We are going 
to have the second panel join us now. 

As you saw in the first panel, we swear in our witnesses, so if 
you would all rise, please, and raise your right hands. We are miss¬ 
ing someone. 

[Witnesses sworn.] 

Mr. Ose. Let the record show the witnesses answered in the af¬ 
firmative. 

We have with us today three, soon to be four, panelists for the 
second panel. The first is the vice president of Charles River Asso¬ 
ciates, Mr. David Montgomery. Our next, who will join us shortly, 
is the director of Hart Downstream Energy, Mr. Nicholas 
Economides. Our third is Gordon Rausser, a professor of economics 
from my alma mater; and the fourth is an environmental consult¬ 
ant to the American Lung Association, Mr. A. Blakeman Early. 

Gentlemen, welcome. We appreciate your taking the time. 

We have received your written statements. They have been re¬ 
viewed here. I have read them. If you could summarize within 5 
minutes, that would certainly expedite things. 

Mr. Montgomery, you are recognized for 5 minutes. 

STATEMENTS OF DAVID MONTGOMERY, VICE PRESIDENT, 

CHARLES RIVER ASSOCIATES; NICHOLAS ECONOMIDES, DI¬ 
RECTOR, HART DOWNSTREAM ENERGY SERVICES; GORDON 

RAUSSER, PROFESSOR OF ECONOMICS, UNIVERSITY OF 

CALIFORNIA AT BERKELEY; AND A. BLAKEMAN EARLY, EN¬ 
VIRONMENTAL CONSULTANT, AMERICAN LUNG ASSOCIA¬ 
TION 

Mr. Montgomery. Thank you very much, Mr. Chairman and 
members of the subcommittee. I was honored by your invitation to 
testify today, and I am very happy to be here. I have a feeling that 
anything we say might be anticlimactic, so I will be brief. I would 
like to start by summarizing a little bit of the commentary that I 
made on crude oil prices. 

Crude oil prices have certainly run back up in the last few 
months due to a number of factors, including OPEC supply cuts 
and international tensions, but they have not reached the levels 
they reached even 2 years ago. This has happened before. I think 
it does serve as an important reminder of how important energy se¬ 
curity is as a policy issue and national concern. 

At this point, my assessment is that things could get better, or 
better in the short run, and we need to be prepared for that. But 
I think maybe the best preparation is realizing in terms of world 
oil markets that effects of supply disruptions have always been 
temporary. I see no reason to expect that would not be the case 
now. 

If you could put up figure 1 of my prepared testimony, I just 
want to refer briefly to this and be sure that the picture is clear. 
It shows the last 13 years of crude oil prices. What is more impor¬ 
tant is the general shape than anything that you can’t read at this 
point on the screen. And what it shows is that prices spiked in the 
Gulf war. They have gone up and down, and then very far down. 
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They went up quite far. The peak closest to the right, the peak 
almost to the far right, is in the year 2000. They dropped to about 
$13 a barrel and they have climbed back up. 

They have averaged around $20 a barrel for this whole period 
and for far further back than that. The price has always returned 
to something like $20 a barrel with maybe a 1 percent per year 
trend of growth in current prices. 

The other thing that I think is most interesting is what we have 
plotted here are those little pennants that are blowing to starboard. 
They indicate what the futures market was saying at each point in 
time. Where they are attached to the flagpole is the date of the fu¬ 
ture of the recorded prices; and then there are prices looking for¬ 
ward generally 3 to 5 years, and they show the futures market has 
always been predicting that prices will come back to $20 a barrel. 

It continues to do so, probably a little bit slower than prices have 
actually collapsed. And this is something to keep in mind as we 
look at world oil markets and high prices. The first one being, 
prices certainly have not come back even to the levels we saw 2 
years ago, despite horrible tensions in the world markets. And if 
the supply disruptions disappear, prices are likely to come back 
down again. 

Another comment: I don’t think that at this point further price 
increases are in the economic interest of Saudi Arabia. It has al¬ 
ready cut production to the point where, in my opinion, increasing 
its own production by, say, 10 percent would reduce world oil prices 
by less than 10 percent; that is, Saudi Arabia has a sufficiently 
small market share that it actually would be better off by having 
more production than it does today. 

I think that implies a growing incentive to raise production. That 
also makes me believe that any further tightening of the market 
that we might see by OPEC is for political and not economic rea¬ 
sons. 

By the same token, reductions in U.S. oil imports would tend to 
lower world oil prices with benefits to the United States and to our 
allies. And getting back to the point of this hearing, I think policies 
that restrict supply or increase demand without corresponding en¬ 
vironmental benefits simply make matters worse in the world oil 
markets. 

I would now like to say a few words about gasoline prices. I 
think that was discussed very capably this afternoon, especially by 
Mary Hutzler from EIA. Gasoline prices have gone up a bit more 
than crude oil, and if we could show my figure 2, it lists some of 
the reasons that I think are responsible for that. This is also avail¬ 
able at the back of my prepared testimony. 

I calculate that the increase in the price of crude oil this year is 
responsible for about 21 cents per gallon of cost increase. The price 
of gasoline has gone up about 30 cents a gallon; that leaves about 
9 cents that is due to the other factors, including the specific tight¬ 
ness of the gasoline market, the turnaround for producing summer 
gasoline, the cost of producing reformulated gasoline, which is 
higher in the summer than the winter, and probably a couple of 
pennies a gallon for royalties that Unocal is demanding on patents 
it recently asserted on reformulated gasoline. 
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Right now, crude and product inventories are near the top of 
their normal range. I think filling those inventories is also an im¬ 
portant cause of the higher gasoline prices. As a precaution against 
the events on the world oil market, terminals and refineries are 
holding higher stocks than we have seen as normal for this time 
of year. That has put some upward pressure on current prices, but 
it is good thing because it means, in a purely private-market-driven 
response, we are better capable of weathering future supply disrup¬ 
tions. That is kind of how the market works when it sees unstable 
prices. 

In terms of this refining industry itself, I think that you have al¬ 
ready discussed many of the points and calculations that I dis¬ 
cussed about in my testimony about concentration in the industry. 
It is an industry that is a classic commodity industry, petroleum 
refining. The history of the last 25 years has been long periods of 
depressed profits with very short intervals of profitability in tight 
markets. These occasional tight markets are actually all that kept 
profits positive in the long run for the industry. 

When there is excess capacity, as there has been for much of the 
past decade, gasoline prices are set by competitive forces at some¬ 
thing close to the cost of just keeping the refinery running—no re¬ 
turn on capital. When demand exceeds capacity, there is a genuine 
scarcity, and prices rise to the level that it takes to bring demand 
down to that level. Reformulated gasoline, requirements that bal- 
kanized markets make that even more of a potential problem. 

Let me say two words about concentration, and then I will stop. 
The first one is that it strikes me that concentration and refining 
does not reach levels of concern in the kind of geographic markets 
I talked about. I think there are reasons for concern in the ethanol 
industry. 

I will stop there. Thank you. 

[The prepared statement of Mr. Montgomery follows:] 
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Prepared Statement of 
W. David Montgomery 
Before the Subcommittee on Energy Policy, 
Natural Resources and Regulatory Affairs 
Committee on Government Reform 
U.S. House of Representatives 
Washington, DC 
April 23, 2002 


Mr. Chairman and Members of the Subcommittee: 

Thank you for your invitation to participate in today’s hearing. I am David Montgomery, and I 
am Vice President of Charles River Associates, where I am co-head of our Energy and 
Environment Practice. I have been involved in energy policymaking and analysis for over 25 
years, and this hearing deals with perennial issues I have studied over that time: energy security, 
vulnerability to politics and wars affecting oil suppliers, price instability, and the influence of 
regulatory programs on supply and price. My experience with these issues goes back to the first 
Arab oil embargo, and a study of oil price regulations that I produced for the Senate Government 
Affairs Committee in 1978. I was Deputy Assistant Secretary of Energy in the Carter 
Administration. In 1982 I published the book Oil Prices, Energy Security, and Import Policy, an 
analysis of costs of imported oil to the U.S. economy. During the 1980s I was with the Energy 
Information Administration, where I was responsible for all integrated data and forecasting 
activities, including world oil supply, demand and price projections. I also headed an 
interagency group tasked with providing data and analysis in support of planning for and 
response to oil supply disruptions, including a regular assessment of their potential magnitude 
and cost. I led the economic analysis for the Interagency Energy Security Study requested by 
President Reagan in 1987. During the Gulf War, 1 was Assistant Director for Natural Resources 
and Commerce at the Congressional Budget Office. Since joining CRA in 1991,1 have 
continued to do studies and testify on world oil issues, the structure and performance of energy 
markets, and the costs and benefits of regulations affecting energy markets. I have done several 
studies of the reasons for price increases in energy markets, and a number of studies of the costs 
and benefits of regulations affecting gasoline. 


Summary 

I would like to begin my testimony with a review of recent events. On January 22, crude oil spot 
prices were $18.74 per barrel and the average regular gasoline price was $1.10 per gallon. Since 
then, both crude oil prices and gasoline prices have risen, crude oil to a peak of $27.56 and 
gasoline to $1.40 on April 15. These recent prices are still well below levels seen last year, of 
$37.20 for crude oil and $1.70 for gasoline. 
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There are a number of reasons for these price increases, including reductions in world oil supply, 
growth in petroleum product demand, precautionary buying of both crude oil and products for 
inventory, and the normal seasonal swing in prices that signals refiners to maximize gasoline 
production, and covers the added cost of producing reformulated gasoline for summer driving. 

This combination of normal and unusual factors all came together in the last few months. In my 
opinion, there is no reason to expect further increases in the price of crude oil unless there are 
additional disruptions of world oil supplies. Even if there are, experience and economics teach 
us that any such price spikes will be temporary. Some normal seasonal increases in gasoline 
prices may be forthcoming. On balance, gasoline prices could rise or fall in the next few months, 
but unless there is additional pressure on etude oil prices, or outages at domestic refineries or 
pipelines, further price increases should be relatively small. 

Legislative proposals to ban MTBE in gasoline or to mandate the use of ethanol could change 
this outlook, because these measures would push prices up further and contribute to price 
instability. Either of the two actions would have essentially the same effect, because requiring 
the use of ethanol effectively eliminates the possibility of using MTBE. Far from reducing 
vulnerability, any measure that directly or indirectly leads to the elimination of MTBE from 
gasoline will increase U.S. oil imports and put upward pressure on world oil prices. The volume 
of ethanol that can be put in gasoline without violating emission standards is less than the 
volume of MTBE currently used, and MTBE is made from natural gas, not crude oil. To make 
up the difference, it will be necessary to import more oil and to run refineries more intensively. 
Since the increase in gasoline prices, relative to crude oil, is partly attributable to tightness of 
capacity for producing gasoline, an MTBE ban or ethanol mandate will put additional upward 
pressure on gasoline prices by tightening supplies further. This would be especially true in 
California. 

Ethanol required under a nationwide mandate will also be more costly than the MTBE it would 
replace, even with taxpayer subsidies in the form of reductions in the motor fuel tax used to fluid 
highway construction and maintenance that benefit all drivers. Thus the ethanol mandate will 
increase the cost of producing reformulated gasoline, which is the other important component of 
increases in gasoline prices. Moreover, if there are concerns about market power, there is a good 
chance that under an ethanol mandate the fuel ethanol industry will be more concentrated than 
the refining industry. 


Factors affecting world oil prices 

Let me return now to the factors that appear to have caused recent price increases, and the 
reasons why these price increases can be expected to be temporary. The story on recent crude oil 
prices begins with the decision of OPEC to reduce output early this year, in an effort to shore up 
prices as the worldwide recession dampened petroleum demand. This was followed in the last 
few weeks by the disruption of Venezuela’s oil exports due to political unrest. Concerns about 
the situation in Venezuela, and fears that Iraq’s announcement of a one-month cessation of 
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exports would further tighten the market, appear to have led to a precautionary increase in crude 
oil inventories that contributed to demand pressure and helped drive prices up temporarily. 

At present, crude oil prices remain below the levels they reached last year, and significantly 
below levels they reached 11 years ago during the Gulf War. Figure 1 plots the spot price of oil 
since January 1, 1989 (the jagged blue line). It shows that over this time there have been three 
cycles of crude oil price increases, followed by price collapses. It appears that a fourth cycle has 
started, but it is anyone’s guess whether for the next few months crude oil prices will go up or 
down. Right now, despite all the unrest around the world, crude oil prices are far below last 
year’s values, or the peak of 2000. 

Where prices will move in the next few months depends in part on market psychology, and a 
great deal on political and military developments in the Middle East and Venezuela. There is no 
question if it were up to any of us, the world’s oil supplies would be located in very different 
places. A very large share of the world’s oil is produced in regions that are, to put it mildly, 
highly vulnerable to supply disruptions. Even Iraq’s toothless threat clearly disturbed the market 
for a while, despite traders’ knowing quite well that Iraqi production has moved up and down by 
at least that much for the past few years, as UN sanctions and Iraqi compliance have waxed and 
waned, without any real effect. Real disruptions of supply could certainly produce significant 
price spikes, and it is clear that market participants are taking that into account. 

Oil has all the characteristics of a classic commodity market. Oil demand is relatively inelastic, 
so that it takes a significant price increase to reduce demand when supplies are interrupted, and 
likewise when supply exceeds demand, prices can fall rapidly. We have seen these forces in 
operation in both directions recently. In 1998 and early 1999, crude prices collapsed to about 
$ 13 per barrel when demand growth failed to keep up with production capacity. Then with an 
unusual show of discipline, OPEC held the line on production with surging demand in late 2000 
(due in part to unusual weather) so that prices rose to levels not seen since the Gulf War. Prices 
collapsed again in the second half of 2001, as the economic slowdown that began before 
September 11 held down demand relative to supply. The collapse accelerated until January, 
when OPEC acted in what I consider a decidedly unfriendly maimer to restrict production 
sufficiently to drive prices back up. Then recent, unexpected events occurred, putting increased 
upward pressure on prices. 

Now to the good news. Oil can be stored, and oil inventories provide an extremely valuable and 
effective counterbalance to unexpected movements in supply or demand. Sometimes inventory 
building can put upward pressure on prices, as we have seen recently, with fears of future price 
increases stimulating precautionary accumulation of inventories. This building of inventories 
will buffer any future disruption of supplies. In addition, another offset to future supply 
disruptions is now available: the reductions in output by OPEC (and countries like Norway and 
Russia) have created substantial excess capacity in the world that can compensate for lost 
supplies from Venezuela or Iraq. 
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The best news is that we have faced oil market instability for the last 25 years, but we have never 
seen price spikes sustained. I see no reason to predict that any current turmoil in world markets 
will have lasting consequences for prices. We have gone through numerous cycles of crude oil 
and gasoline prices rising and falling. Oil prices hit levels exceeding current prices in today’s 
dollars in January 1997, and were far higher in today’s dollars at the end of 1990, when traders 
feared Saddam Hussein’s ability to conquer or destroy Kuwait and Saudi Arabia. 

There are a few things we do well to remember about these problems. In free markets, price 
increases are not sustained. High prices serve as a signal to oil and gas producers that it is time 
to invest in new exploration and development, to bring additional supplies to the market. That is 
what happened last year, and it will happen again if tight market conditions are expected to 
continue. Higher prices also signal to consumers the need to conserve energy. Under these 
competitive pressures, even OPEC has proven incapable of the production restraint required to 
maintain high prices for long periods of time. 

The experience of the Gulf War in 1990 and 1991 is also instructive to those who fear or predict 
sustained high prices. No sooner did the Allies convince markets through military action that 
Saddam Hussein could not inflict harm on Saudi Arabia, the world oil price collapsed back to 
pre-war levels. Between October 12, 1990 and February 25, 1991, oil prices collapsed from 
$40.42 to S18.37 in today’s dollars. 

Figure 1 shows that oil prices have never taken off permanently. Instead, oil prices have ranged 
around $20 per barrel, with a slight upward trend less than inflation. When prices have exceeded 
that level, they have fallen back, and when prices have dropped below that level, they have risen. 

For the past several decades, futures markets have provided clear indications of how the market 
expects oil and gas prices to behave. Futures markets have consistently indicated an expectation 
that oil prices will trend toward an average of about $20 per barrel in nominal terms. When spot 
prices have been higher than $20 per barrel, futures prices have predicted they will fall, and 
when spot prices have been below $20, futures prices have predicted they will rise. This is seen 
clearly in Figure 1. The lines stretching out from the spot price graph at various points represent 
the forward price curve at intervals throughout the decade. The forward price curve shows the 
price of a crude oil futures contract, for delivery at different dates in the future, as of the date at 
which the curve starts. It can be seen that these curves all point toward about $20 per barrel, 
from whatever price they start. 

This is strong confirmation that the market understands that oil prices will revert to their trend 
value, growing perhaps 1% per year in current dollars. In fact, oil prices seem to have moved 
back toward $20 even faster than" the forward price curves indicate. Right now, forward price 
curves suggest a return to trend, about $22 per barrel, in roughly two years. I expect it will be 
much faster than that. 
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Policies for addressing oil security 

What all this suggests to me is that we should not try to offset temporary price spikes through 
any policy other than the proven one of maintaining and being prepared to use a large and 
effective Strategic Petroleum Reserve in conjunction with allies who also maintain and will use 
such reserves. That policy addresses precisely the problem of protecting the global economy 
from threats originating in politically unstable parts of the world. It makes it possible to weather 
a temporary disruption and buy time for a longer-term response, should that ever be required. 

Oil imports are not the right measure of vulnerability — it is how much of the world’s supply 
comes from regions subject to supply disruption, in comparison to excess production capacity 
elsewhere. That requires, at minimum, co-ordinated policies with our allies since we all share in 
the benefits and must act together if policies are to be effective. Other policies, from price 
controls to temporary tax reductions, cannot remove price instability. They only conceal it, and 
in doing so remove the important market signals that reduce demand, increase supply and 
ultimately remove price increases. 

We need at the same time to understand that policies that unnecessarily restrict energy markets, 
and artificially hold back supplies or increase demand, have a cost in terms of their effect on 
world markets. I would include in these categories restrictions on access to Federal lands for oil 
and gas production that do not have a clear cost-benefit justification, and similarly policies to 
eliminate MTBE in gasoline (whether directly or by a renewable fuels mandate) that lead to 
more use of petroleum based blendstocks and therefore drive up oil imports. 

Policies that increase oil imports impose harm on the U.S. economy, because the U.S. is a 
significant buyer on world markets. Oil prices are sensitive to the balance of supply and 
demand, and U.S. imports prop up the world oil price. In particular, policies that lead to 
increases in oil imports serve to put upward pressure on the price of oil, leading to a higher price 
being paid for every barrel of oil the U.S. imports. When the price of imported oil rises, the 
U.S. must devote more resources to producing the other goods for export in order to keep the 
U.S. balance of payments in equilibrium. This means that there are less resources to produce 
goods for U.S. residents, and no more oil (since we are looking at the increase in the price of the 
oil we were already importing) so that the economy is worse off. This “terms of trade” effect 
gives rise to the idea of an “oil import premium.” Increases in oil imports impose costs on the 
economy over and above the dollars actually spent to acquire the additional crude oil. 


Gasoline price increases are the result of market forces 

Now I would like to turn to refined product markets. Crude prices rose from $18.74 in January 
to $27.56 in April, an increase of $8.82 per barrel or 21 cents per gallon. Normally, we see 
changes in crude oil cost reflected penny for penny in gasoline prices, with a lag of no more than 
a couple of months, so that this increase in crude oil prices should have added about 21 cents per 
gallon to gasoline prices. As of April 15, gasoline prices had risen by about 30 cents per gallon 
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over the same period of time (see Figure 2). The question then is, what accounts for the 9 cents 
in excess of the increase in the cost of crude oil? 

Let me start with what it is not. This is not profiteering by refiners, withholding of supplies, or 
other of market manipulation. U.S. refiners don’t have that kind of market power. It is the 
normal course of events in a commodity industry, exacerbated by some environmental 
regulations and some tightness in the market. First, I will discuss how commodity markets work, 
and how this explains movements in gasoline prices. Then I will briefly review refinery margins 
and profitability over the last decade, to show that recent events are neither unusual nor 
unexpected. Finally, I will discuss briefly the structure of the refining industry, and the lack of 
evidence of any effort or ability to manipulate prices. 

There is clearly an element of precautionary inventory building involved in the current prices. 
Looking at each product, the inventory levels most recently reported by EIA are up at the top of 
the normal range and well above last year. Crude inventories are at historically high levels as 
well. Normally, gasoline prices stay low when inventories are high, and rise when inventories 
become tight. The market seems to be different this year. There appears to be greater than usual 
building of inventories, due to fears about the world situation, and with this inventory, building 
supplies of gasoline appear tight. Recently, EIA has reported that crude availability may also be 
limiting refinery output, increasing the tightness. EIA also forecasts demand growth, which 
coupled with the supply picture suggests increasing prices. 

Commodity industries deal in fungible products and face intense global competition. They 
typically have volatile markets, including price spikes that alternate with long periods of 
depressed prices. Under these conditions, demand or supply shocks produce large price swings. 
Volatility is increased by another characteristic of commodity markets, which is a combination 
of high capital requirements and long lead times for investment that make supply response to 
shocks slow. In most commodity markets, a low demand elasticity also makes demand response 
slow. This combination of relatively inflexible supply and demand produces large price swings 
in response to any unexpected changes in demand or supply conditions. 

In such markets, profits earned during upswings have to be considered in the context of losses 
during downswings. During periods of excess capacity, commodity industries experience low or 
negative profit margins. Without occasional periods of high profitability, the result is sustained 
losses that lead ultimately to exit from the industry. 

Refining is a global commodity industry, and shares the characteristics of such industries. 

Refined products exhibit the price instability, and periods of severely depressed profits, 
characteristic of a commodity industry even more strongly than crude oil. The reason is that 
once petroleum product demand reaches refining capacity, there is no spare capacity to draw on 
as there is for crude oil. When capacity is in excess, prices are driven down to a level where 
there is no return on capacity. Thus we have seen dramatic swings in refiners’ profits, but 
generally poor profitability for refining for the last decade or more. We see this clearly in Figure 
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3, which plots the return on investment to refiners over the past decade (recent data show that the 
return on investment in refining was just under 10% in 2000). 

The refining sector has gone through several cycles of investment, overcapacity, and depressed 
margins since 1975. In the 1970s, there was an exodus of small, inefficient refiners from the 
industry, as the small refiner bias that had existed under import quotas and crude oil price 
controls was ended. Between 1977 and 1983, there was a surge of investment in capacity to 
upgrade heavy crudes. Refiners worldwide perceived a large spread between the price of heavy, 
high sulfur crudes and light, low sulfur crudes. A large number of refineries decided 
simultaneously to take advantage of this spread by building capacity to make gasoline out of the 
cheap crudes. Naturally, the result was that refiners’ demand for light crudes fell and demand for 
heavy crudes rose, causing the spread that was expected to make upgrading profitable to vanish. 
Accordingly, the industry went through a period of excess capacity and low profitability. In the 
1980s, capacity increases again exceeded demand growth, leading to lower margins and 
retrenchment. 

Throughout the period from 1989 - 2000, refiners were required to make large environmental 
capital investments, to implement stationary source emission controls, and to comply with 
several rounds of increasingly stringent reformulated gasoline regulations. In the early 1990s, 
capacity expansion again outstripped demand growth, leading to lower margins. 

For the last 25 years, each round of investment has produced excess capacity, due to intense 
competition in the industry and a failure by virtually every participant to anticipate that other 
refiners will react the same way to current market signals. Unexpected market and demand 
changes have more often produced losses for refiners than gains. As a result, excess capacity has 
produced chronic low returns on investment for the past two decades, alleviated by brief periods 
when demand shocks have provided higher profits. Reported returns to refining show that the 
refining industry has not provided higher returns to shareholders than similar commodity 
industries (see Figure 4). 

Standard measures of market concentration also suggest that the refining industry is competitive, 
consistent with the evidence that it has had returns below average for comparable industries for 
most of the last 25 years. Table 1 shows my calculations of the standard Hirshman-Herfmdahl 
Index (HHI) commonly used to measure concentration. It is based on data from approximately 
August 2001, because I calculated the numbers for a project I was working on at the time, and is 
meant to be indicative rather than a precise description of the current situation, which is always 
changing as refineries are bought and sold. It shows that in terms of the thresholds used by the 
Department of Justice and Federal Trade Commission in reviewing mergers, the industry is not 
highly concentrated. If we divide the country into three regional markets, the Eastern U.S. 
(PADD I - III) is clearly unconcentrated, and PADDs IV (Mountain states) and V (Pacific Coast) 
are at the low end of the moderately concentrated range. I will return in a moment to the 
concentration figures for ethanol producers, after I establish the connection. 
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A series of studies and investigations of gasoline and fuel oil pricing, by the Energy Information 
Administration and by the Federal Trade Commission, has found no evidence of any exercise of 
market power in recent price spikes. These include an EIA 1996 Midwest gasoline study, an EIA 
1997 Gasoline price study, a Department of Justice, Antitrust Division 1997 investigation of 
“possible anticompetitive conduct concerning retail gasoline prices”, an EIA 2000 Northeast 
heating oil study, an FTC Midwest gasoline investigation completed March 2001, and an FTC 
Western gasoline investigation completed May 2001. 

What then is responsible for the 9-cent increase in the margin between gasoline and crude oil 
prices? Some is due to increased costs, including costs to produce reformulated gasoline. The 
rest is due to market tightness, caused by precautionary inventory building and by increased 
consumption of gasoline. The influence of market tightness follows directly from the economics 
of how a commodity industry with a limit on capacity works. 

Figure 5 describes the basic economics of refined product pricing. The refined product supply 
curve represents the cost of producing an additional gallon of gasoline, when refinery utilization 
is at the percentage of capacity indicated on the horizontal axis. Up to something above 90% of 
capacity, this cost is nearly constant, and is composed largely of the cost of crude oil. At some 
point around 95% capacity utilization, costs of extracting more gasoline rise rapidly, and once 
capacity is reached, no more gasoline can be produced at any cost. What gasoline prices will be, 
and how much profit refiners earn, depends on where demand falls relative to capacity. Price is 
determined by the point where the demand curve intercepts the aggregate supply curve for 
refining. In a low demand period, depicted by the lower diagonal line on the chart, the demand 
curve intersects the supply curve where the supply curve is nearly horizontal. This means that 
the price, determined by the point where supply equals demand, is very close to the average 
operating cost for the refiner, and no return on invested capital is being earned. If demand is 
higher, so that the demand curve intersects where the supply curve is rising rapidly, then prices 
will exceed average variable cost, and the refiner will earn some return on investment. 

The hockey-stick shape characteristic of the marginal cost curve for refineries also makes prices 
very unstable. Whenever demand is above the point where costs curve up, a small increase in 
demand (or a small loss in capacity, shifting the supply curve to the left) can produce large price 
spikes. When the demand is down in the flat part of the hockey stick, demand can move up and 
down a good bit without changing prices, but all that time the refiner is failing to earn any return 
on investment. 

Overall, the recent increase in the gross margin for gasoline appears to be a combination of 
upward price pressure, due to precautionary inventory building and market tightness, with the 
normal seasonal swings in prices to maximize gasoline production for the summer season. The 
level of gasoline prices in December 2001 was probably down in the flat part of the supply 
curve, where excess capacity drives prices to variable cost. Thus some firming of the market 
was required to get the return on investment above zero. In addition, refiners faced higher 
operating costs moving into summer, due to the requirements of summer reformulated gasoline. 
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For the first time, terminal operators selling reformulated gasoline (the wholesale dealers who 
operate storage facilities from which gasoline is distributed) were required to accept only 
summer reformulated gasoline after April 15. In previous years, their tanks could contain only 
summer gasoline as of May 1, which was felt to make markets very vulnerable to any kind of 
disruption in reformulated gasoline production or distribution during their period of rapid fill in 
late April. The change may have resulted in an earlier impact of summer reformulated gasoline 
costs on prices, by causing an earlier changeover to production of reformulated gasoline. I do 
not know that data are yet available to disentangle all this. Gasoline markets do appear to be 
tightening, and we have now passed the date on which terminal operators must be receiving only 
summer grade reformulated gasoline. Retail outlets must offer only summer grade gasoline by 
June 1, so that there may be further cost-driven price increases at the pump unless crude prices 
abate or tightness in the gasoline market disappears. 

In addition, Unocal has begun enforcing and collecting royalties on its patents on reformulated 
gasoline. These royalties are no doubt also showing up in the price of reformulated gasoline, and 
are reported to be in the range of 1.2 to 3.4 cents per gallon. The Federal Trade Commission is 
investigating these patents, but has not issued any findings. 

When in the past we have seen gasoline price increases greater than increases in crude oil costs, 
the reasons have been due to market tightness, and in particular to regional shortages caused by 
refinery outages and pipeline breaks combined with regulations on fuel composition that 
prevented gasoline from flowing in from other regions to eliminate the shortage. Thus 
reformulated gasoline regulations can have a very important effect on the instability of gasoline 
prices, especially at a regional level. 

The 9 cent increase in the gross margin for gasoline, compared to what we have seen in previous 
years when gasoline demand (for inventory building and driving) pushed against capacity, is 
consistent with seasonal price movements, the additional cost of producing gasoline for summer 
use, and the current degree of tightness in the market. At the $ 1.07 per gallon they received last 
December, it is unlikely refiners were earning much return on investment. Market tightness may 
be moving them into a period of profitability, but given the cost increases that they have faced, 
not by much. 


Policies affecting gasoline markets 

Tightness in the market, in the sense of demand at current prices that approaches available 
capacity, appears to be the explanation for increases in gasoline prices in excess of increases in 
the cost of crude oil. This diagnosis is very simple, but it has profound implications for 
assessment of policies that could affect the overall market balance. Any actions that will further 
segment and isolate different regional markets for gasoline, including regional fuel requirements 
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such as proposed bans on MTBE in California and some Eastern states, and possible national 
policies that tighten the overall capacity situation, such as a renewable fuels standard that 
mandates use of ethanol, will put upward pressure on prices and create risks for regional supply 
disruptions and price hikes. 

If the refining industry is competitive, and recent price increases are driven by market forces and 
likely to be reversed, what is there for policy makers to do? I am inclined to simplify with two 
aphorisms: 

• Let markets work to bring on additional supplies and constrain demand so that prices will 
fall, and 

• Do no harm. 

Those sentiments strike me as applying quite well here. Unfortunately, there are some actions 
that Congress might take that would do harm. These include any ban on the use of MTBE, either 
directly or through a renewable fuels standard that indirectly eliminates MTBE. These measures, 
as I have already discussed, will increase oil imports and further buttress world oil prices. They 
will also tend to tighten the gasoline market further, raise the cost of gasoline, and make the 
market more vulnerable to normal problems, such refinery outages or pipeline breaks. 

A renewable fuels standard could well exacerbate the capacity situation in gasoline markets, 
because of the conclusion reached by many analysts - including the Energy Information 
Administration - that there is not sufficient ethanol capacity nationwide to meet the demand such 
a standard would create. Moreover, replacing MTBE with ethanol actually diminishes capacity 
to produce gasoline, and requires additional components produced from petroleum to make up 
the difference in volume. MTBE provides about 11 % of the volume of gasoline, while ethanol 
provides typically something under 6%. To make up the difference, additional gasoline blending 
components must be processed - increasing demand for oil imports and requiring additional 
refining capacity. 

There is also more of a structural basis for examining the effectiveness of competition in the 
ethanol industry than in petroleum refining. One firm - ADM — owns 40% of the capacity in 
place today, which exceeds the level at which the merger guidelines state concerns about 
unilateral effects. Concentration is right at the dividing line between moderately and highly 
concentrated. Capacity reported by the Renewable Fuels Association as being under 
construction is all in very small units, so that adding in capacity under construction produces 
concentration in the middle of the “moderately concentrated” range. However, this is an industry 
where scale matters, and if a renewable fuels standard is created, it will have to expand 
significantly to meet national ethanol demand. The leading producer stated at its most recent 
annual meeting that it expected its sales of fuel ethanol to double if a nationwide renewable fuel 
standard were implemented. I have therefore computed a third set of HHI’s for ethanol, 
assuming that the largest producer increased its capacity by 70%. I choose that number because it 
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would be sufficient to create total ethanol production capacity equal to about twice the level of 
ethanol sales in 2001. The result is a highly concentrated industry. 

Even without an exercise of market power, I would expect the imposition of a renewable fuels 
standard to increase ethanol prices, because by requiring the construction of new plants it will 
drive the price of ethanol up to a level that covers the full cost, including a return on capital, for a 
new plant. This price will significantly exceed the historical market prices of ethanol. 

Regulations on gasoline composition now in place or under consideration also contribute directly 
to instability in gasoline markets. These regulations include what have become known as 
boutique fuels requirements, which would be made worse and more pervasive by regional bans 
on MTBE or mandates for use of ethanol. Figure 6 shows the existing fragmentation of gasoline 
markets. It was the fact that certain Midwest regions required use of ethanol that made them 
vulnerable to refinery outages and pipeline breaks a few years ago. Those events could be 
repeated with the degree of tightness now seen in gasoline markets. 

Gasoline prices in the Midwest spiked in the early summer of 1990, due to supply shortages that 
were attributed by most analysts and the Federal Trade Commission to tight new rules for 
reformulated gasoline that segmented the market and made those segments far more vulnerable 
to the inevitable accidents that occur in the refining and distribution system. The ethanol 
mandates in some Midwestern regions exacerbated this “boutique fuel” problem by preventing 
the use of plentiful supplies of different flavors of reformulated gasoline available elsewhere. 
Addressing the boutique fuels problem would be wise to reduce the likelihood of future regional 
supply disruptions and price spikes. 

The current situation with California is not promising in this regard. One of Professor Rausser’s 
colleagues at Berkeley, and an associate of Charles River Associates, Professor Carl Shapiro, 
testified on April 25, 2001 at the Senate Commerce Committee Subcommittee on Consumer 
Affairs on these issues. He concluded that California is a relatively isolated market, with barely 
enough refining capacity relative to demand, high refining costs, and high costs and limited 
capacity for importing gasoline. Under these circumstances, the proposed MTBE ban or a 
requirement for use of ethanol in gasoline could seriously disrupt California markets, which are 
already vulnerable because of the lack of refinery capacity to meet growing demand, and 
produce additional price spikes. 

This concludes my prepared testimony. I want to thank the Committee again for your invitation 
to testify, and I am prepared to answer your questions. 
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Table 1: Concentration in Petroleum Refining and Fuel Ethanol Processing 



Number 


Largest 


of 


Market 

Region 

Facilities 

HHI 

Share 


Refining 



PADD 1 - III 

100 

586 

14% 

PADD IV 

15 

1,080 

22% 

PADD V 

37 

1,127 

17% 

U.S. Total 

152 

532 

12% 


Ethanol 



Existing 

62 

1,795 

40% 

Existing and New 

76 

1,302 

34% 

Plus Addition to Largest Firm 77 

2,411 

48% 


(to reach capacity double 2001 sales) 

FT C/DO J merger guidelines measure concentration by the HH3 (Hirshman-Herfindahl Index on a scale from near 0 - 3 0,000) 
HHI < 1000 - “unconcentrated,” no competitive review 
1000 < HHI < 1800 - “moderately concentrated,” other factors must be considered 
HHI > 1800 - “highly concentrated,” careful scrutiny 

Source: CRA based on Oil and Gas Journal Annual Refinery Survey and EIA Petroleum 
Supply Annual, Table 20. Renewable Fuels Association 
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Figure 1: Spot and Futures Prices of Crude Oil 


Oil Prices 
Term Structure 



Source: Spot -- Bloomberg CL1 Comdty. Forward: Bloomberg Generic Crude Oil Futures Contract, 
Bloomberg CL Comdty. 
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Figure 2: U.S. Retail Gasoline Prices 


U.S, Regular All Formulations Area Retail Gasoline Price (Cents/Gallon) 



Source: Energy Information Administration, Retail Gasoline Historical Prices 


14 



188 


Figure 3: Return on Investment in Petroleum Refining 


Figure 10. Return on Investment in U.S. and Foreign Refining,‘Marketing 
for FRS Companies, 1977-1939 



15 




Figure 4: Relative Return on Petroleum Refining versus Other Industries 



•igure 3. U.S. Refining and Marketing Return Contpadson 
1981-1998 Average 


return Ofi iQurty 


TOTAL 

pemoteuM 

industry 


TOTAL 

PEtROLEUNl 

INDUSTRY 


REFI^NG It 
MARKETING 


Source: Data from ElA’a FlnsndsS Reporting System. 


Source: National Petroleum Council, U.S. Petroleum Refining , June 2000 
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Figure 5: Price Determination in an Industry with Capacity Constraints 
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1. Crude oil prices have run back up due to international tensions. This has happened 
before. Energy security remains an important issue. Things could get better or worse in 
the short run. We need to be prepared for that The best preparation is realizing that the 
effects are temporary. 

2. Figure 1 shows the last 13 years of crude oil prices. It is a mean reverting process, with a 
trend of about 1% per year growth, [explain graph] Forward price curves all point 
toward a little over $20 per barrel. 

3. At this point, I don’t believe further price increases are in the economic interest of Saudi 
Arabia. It has already cut production to the point that increasing its own production by, 
say, 10% would reduce world oil prices by less than 10%, so that a production increase 
would raise Saudi revenues. This implies growing economic incentive to raise 
production - and makes me believe further tightening of the market permitted by OPEC 
has to be politically motivated. By the same token, reductions in U.S. oil imports would 
tend to lower world oil prices, with benefits to the U.S. and our allies. Policies that 
restrict supply or increase demand without corresponding environmental benefits make 
matters worse. 

4. Gasoline prices have gone up a bit more than crude [show Figure 2], There arc a number 
of current conditions responsible for this, which I list on Figure 2. One that I think is 
particularly important given concerns about market stability is precautionary building of 
inventories. Right now crude and product inventories are near the top of their normal 
range. That has put some upward pressure on prices, but it is a good thing. It is an 
entirely private, market-driven phenomenon, and means that if there are future supply 
disruptions, our improved inventory situation will make us better able to weather them. 

5. There is something more fundamental going on. Refining is a classic commodity 
industry, with volatile prices and profitability. The history of the last 25 years is one of 
long periods of depressed profits, with short intervals of profitability in tight markets. 
Those occasional tight markets are all that keep profits positive in the long run. 

6. Commodity industry: demand is relatively inelastic, so that disproportionately large price 
increases are required to choke off excess demand (in this case, about 100% for 20%) 
Supply is constrained by overall capacity, which can only be changed slowly. This 
means that we alternate periods of glut with occasional price spikes. When there is 
excess capacity, as there has been for much of the past decade, gasoline prices are set by 
competitive forces at something close to the cost of operating a refinery, with no return to 
capital. When demand exceeds refinery capacity, there is genuine scarcity and prices run 
up to the level required to reduce demand to no more than available supply. This doesn’t 
usually happen locally, because supplies can be shifted around the country. That’s why 
comprehensive geographic regions are what matter in refining. However, when rfg 
regulations balkanize the market, a temporary shortage in one region, due typically to a 
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refinery outage or pipeline break, cannot be remedied by shipping in supplies that may be 
ample in another region. This is the boutique fuels issue. 

7. Concentration in refining does not reach levels of concern. Even if we tire divide the 
country into 3 regions, it stays in the low end of “moderately” concentrated in the worst 
cases, and far below the unconcentrated threshold in the East. 

8. A ban on MTBE or a renewable fuels standard would significantly increase the cost of 
gasoline, since any replacement for MTBE will be considerably more costly, and that 
cost will be passed on to consumers. Moreover, eliminating MTBE will increase oil 
imports, and thereby put upward pressure on world oil prices and gasoline prices. 
Eliminating MTBE would hand OPEC the equivalent of a significant cut in world oil 
production, since MTBE is a natural gas based component that provide about 11% of the 
volume of reformulated gasoline. It will also tighten refining capacity, because of the 
more intensive processing required to obtain the components required when MTBE is not 
used, and make gasoline prices even more volatile. 

9. I also think there is reason to examine the structure of the ethanol industry. There is not 
today enough ethanol capacity in the U.S. to replace all the MTBE now used in gasoline, 
let alone go beyond that point. Expansion of ethanol production may increase the market 
share of the largest firm, and concentration in the industry. Concentration could be 
increased beyond the threshold of a “highly concentrated” industry, and the market share 
of the largest firm is already above the threshold that signals concerns about unilateral 
effects in merger review. A mandate for use of ethanol in gasoline would eliminate''"'-, 
competition from MTBE and other blendstocks, and without that competition there is / 
little to discipline the ability of a dominant firm in the ethanol industry to raise prices/ 
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Mr. Ose. I thank you, Mr. Montgomery. 

Mr. Economides, we need to swear you in as we did the other 
witnesses. If you would please rise and raise your right hand. 

[Witness sworn.] 

Mr. Ose. Let the record show that the witness answered in the 
affirmative. 

Mr. Economides, you are recognized for 5 minutes. We have re¬ 
ceived your written testimony and we have read it. If you could 
summarize, that would be wonderful. 

Mr. Economides. Great. 

Chairman Ose, I want to thank you for this opportunity to ap¬ 
pear before you today to address the issues related to our national 
fuel markets and the ongoing debate related to gasoline price vola¬ 
tility. 

Our country faces significant, ongoing structural problems relat¬ 
ed to fuel supply and distribution that are likely to cause rapid 
gasoline price increases to continue to occur in the future, perhaps 
with even greater frequency and at larger magnitude than those 
we have experienced so far. 

As you said earlier, even today the Senate is debating provisions 
of an energy bill that is part of our overall national energy policy 
that could drastically alter the composition of our gasoline supply. 

There are many variables that, taken together, create an ex¬ 
tremely tight U.S. gasoline supply. They include increased reliance 
on imported oil, and I think that has been covered sufficiently by 
previous panelists. Suffice it to say that we have relied not only on 
imported oil, but also on imported product. And this additional im¬ 
ported fuel has helped the United States meet growing demand 
without adding significant new refining capacity. However, the 
combination of increasingly complex U.S. fuel specifications and the 
potential ethanol mandate will likely significantly diminish the 
availability of imported refined products. 

The second area is the contraction of U.S. refining capacity. Since 
1981, the total number of refineries in the United States has fallen 
from 324 to only 149. I think this subject has also been covered, 
but it is important to also note that without new refining capacity, 
the combination of fewer gasoline components and diminishing fuel 
imports could result in fairly severe supply shortages and price 
spikes in the future. 

The proliferation of the variety of gasoline blends has also been 
brought up in front of this committee. We have over 16 different 
categories of gasoline blends in the United States; even if we as¬ 
sumed that premium and regular unleaded are blended at the 
pump to make mid-grade, that means 32 different products are 
moving through different parts of our supply system in the country. 
We need to start working on getting that down, and we are pleased 
to see both API and MPRA recognize that need in recent months. 

Environmentally beneficial gasolines have been brought up, espe¬ 
cially the seasonal transition to make summer gasoline and what 
that entails. There are legitimate reasons why it costs refiners 
more to produce summer gasoline. Volatility controls require that 
summer gasoline exhibit a lower tendency to evaporate. Lighter 
components, such as butanes, that are included in the fuel in the 
wintertime must be removed in the summer. This removal of light 
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compounds for volatility control is rapidly compounded into addi¬ 
tional volume loss as refiners move to rebalance the fuel. 

The bottom line is this. While summer gasoline clearly offers su¬ 
perior smog-fighting characteristics, we can make less of it. Nearly 
all of the steps required to produce it involve volume reduction. We 
normally lose sense of this summer volume loss because we deal 
with the issue preferentially in terms of increased refiner produc¬ 
tion cost. We make the mistake of not recognizing that cost to 
produce has very little to do with the actual price rise seen in the 
market. 

It is the supply shrinkage, real or anticipated, that causes gaso¬ 
line prices to advance rapidly. Short term refiners do seek the 
handsome reward of increased prices by trying to squeeze every 
barrel that they can during such periods. That is as it should be. 

The problem lies with the long term outlook. After years of ex¬ 
cess capacity, low prices, and underperforming assets, refiners are 
hesitant to invest in capacity through increases; even though the 
excess capacity has vanished, prices are now higher, and a reason¬ 
able case for return on investment can be made. 

I would like to close with a few comments on 517 and the ethanol 
situation. Hart, my company, has long held that ethanol has a role 
in our Nation’s gasoline supply, particularly in the Midwest. The 
questions that are remaining are, what are the costs associated 
with ethanol use and what are the implications on gasoline supply 
and price volatility? 

As it now stands, the provisions of 517 would mandate the use 
of ethanol and ban the use of MTBE, among other fuel composition 
changes. We believe that 517 will likely cause gasoline supplies to 
shrink significantly, causing more price volatility than the EIA 
study predicts. There are three major areas that we want to high¬ 
light. The first area involves the proposed ban on MTBE. 

MTBE comprises significant volumes in the Nation’s gasoline. 
DOE has pointed out that MTBE is the equivalent of 400,000 bar¬ 
rels of gasoline production- 

Mr. Ose. Mr. Economides, we are going to give you 40 seconds 
to wrap up. 

Mr. Economides. That will be more than sufficient. Thank you. 

The second important area involves the renewable fuel standard. 
This is probably a step in the wrong direction as far as the stability 
of the Nation’s gasoline supply is concerned. Ethanol does not ex¬ 
tend summer gasoline supplies, at least not if one performs the 
analysis on the basis of equal environmental performance and con¬ 
stant vehicle miles traveled. 

We must also recognize that the reduced volume and added costs 
will come in trying to get summer gasoline blended with ethanol 
to perform equivalently in areas such as drivability, and to recog¬ 
nize the reduction in its energy content measured in BTU, where 
it has at least 2 to 3 percent less energy content than 
nonoxygenated gasoline. 

Many of these points are conveniently finessed in most ethanol 
studies to date. As a result, the estimates we have seen and have 
been generated are at the very low end of the range of what can 
actually happen in the marketplace. 

With that, I will conclude and thank you. 
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Mr. Ose. Thank you, Mr. Economides. 

[The prepared statement of Mr. Economides follows:] 
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Chairman Ose, Representative Tierney, Representative Otter, and other Members of the Committee, I 
want to thank you for this opportunity to appear before you today to address issues related to our national 
fuel markets and the ongoing issues related to gasoline price volatility. For more than 20 years, Hart 
Downstream Energy Services has provided technical and market analysis to assist members of Congress, 
Federal Agencies and the motor fuels industry. Hart is a leading petroleum, refining and automotive 
industry analyst. Today, we have meaningful consulting and business relationships with more than 100 
organizations worldwide, including members of the petroleum and refining industry, automakers, refining 
technology suppliers, MTBE and fuel additive manufacturers, ethanol producers, Wall Street financiers, 
and government organizations throughout the world. These broad and diverse relationships allow us to 
maintain our open, independent and comprehensive perspective on the many market variables that impact 
gasoline price and supplies. It is with that independence in mind that we appear before you today. I 
would like to make a few brief comments and ask that my more extended written remarks be submitted as 
part of the Committee record. 

Mr. Chairman, this hearing is a timely one, as gasoline prices have recently begun their annual pre- 
Memorial Day climb. Our country faces significant ongoing structural problems related to fuel supply 
and distribution that are likely to cause rapid gasoline price increases to continue to occur in the future, 
perhaps with larger frequency and at greater magnitudes than those we have experienced so far. 
Consumers, as well as businesses dependent on motor transportation, demand that our leaders take a 
reasoned and responsible approach to addressing fuel issues. 

In the past 12 to 16 months, we have heard much about the concept of "boutique" fuels, and gasoline 
“fungibility”. The President's National Energy Plan called for an exploration of " ways to increase the 
flexibility of the fuels distribution infrastructure, improve fungibility, and provide added gasoline market 
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liquidity," Even today, the Senate is debating provisions as part of that body’s version of the Energy Bill 
that would drastically alter the composition of our nation’s gasoline supply, quite possibly, in our opinion, 
further exacerbating our gasoline supply situation. 

There are many variables that, taken together, create an extremely tight U.S. gasoline supply system, 
leading to the rapid and often unexpected gasoline price increases. In our opinion, if left uncorrected 
through a comprehensive and well-crafted National Energy Policy, the future of U.S. gasoline supply and 
prices will likely become even more volatile. Some of these variables include: 

Increasing Reliance on Imported Oil: 

U.S. demand for readily available and inexpensive gasoline continues to increase and so does U.S. 
dependency on imported oii. This dependency now amounts to about 57 percent of U.S. oil consumption. 
The Department of Energy projects that 64 percent of oil demand will be met by imports by 2020. As we 
all know, a substantial percentage of those imports come from nations in the Middle East, a region 
embroiled in political turmoil and from other nation’s that have unstable political situations. Additionally, 
over the past 10 years, the U.S. has been importing a larger percentage of finished gasoline. More than 5 
percent of the motor gasoline used in the U.S. today is imported, nearly all of that directed to the sensiti ve 
Northeast market. This additional imported fuel has helped the U.S. meet growing demand without 
adding significant new refining capacity. However, the combination of increasingly complex U.S. fuel 
specifications and a potential ethanol mandate will likely significantly diminish the availability of 
imported refined products - much of which currently come from stable European fuel manufacturers. The 
end result is that the overall U.S. gasoline supply is becoming increasingly susceptible to the regional and 
political volatility that comes with imports of crude oil and will have less availability of imported refined 
product from Europe. 

Contraction of U.S. Refining Capacity: 

Since 1981, the total number of refineries in the U.S. has fallen from 324 to only 149. U.S. refining 
capacity is likely to continue to contract in the coming years as a result of new environmental regulations, 
such as new lower sulfur fuel specifications. Several smaller refineries, in the U.S. Midwest, East Coast 
and Rocky Mountain region could close down as a result of these ever tightening and expensive 
regulations. At the same time, other stationary source regulations are making it increasingly difficult to 
permit new or expanded refining operations. U.S. regulations that directly or indirectly decrease the 
quantity of blendstocks refiners have available to make gasoline will also impact future supply outlook. 
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Some of these regulations make it more difficult for refiners to meet increasingly stringent environmental 
requirements while maintaining production volume. An example of such a regulation is the recently 
promulgated Mobile Source Air Toxics Rule which caps gasoline toxic emissions, effectively limiting 
refiners’ ability to import high octane aromatic blendstocks, such as toluene. Another example is the 
proposed limitation on the oxygenate MTBE. At the same time these changes are being implemented or 
proposed, the U.S. refining capacity is stretched is to its limits, running at greater than 95 percent during 
the peak demand summer driving season. Without new refining capacity, the combination of fewer 
gasoline components and diminishing fuel imports could result in severe supply shortages and price 
spikes in the near future. 

Proliferation of a Variety of Gasoline Blends: 

The current regulatory structure for gasoline should be more uniformly organized, with certain limits on 
what individual states can do to regulate and control gasoline composition. In our opinion, individual 
state regulatory authority over gasoline specifications makes the product more expensive and less 
fungible. Over the past several years, the lack of federal authority over gasoline specifications have led to 
the proliferation of “boutique fuels” or special state or local gasoline blends. In fact a map of specific fuel 
recipes required in different regions reveals that over 16 distinctive categories of gasoline blends exist 
throughout the U.S. Even if we acknowledge that premium and regular gasoline are blended to make 
midgrade at the pump, there are at least 32 distinct types of gasoline moving through various segments of 
our strained gasoline distribution system. The vast majority of today’s gasoline supply is transported 
throughout the United States via a pipeline system. Absent a compelling state interest, having one state 
require a certain gasoline blend that is different from its neighboring states is both impractical and 
commercially more expensive since it makes the overall distribution of gasoline more complex and 
cumbersome. Such individual requirements penalize ALL the states. While some in the refining industry 
may favor this approach because it helps maximize profits, we were pleased to sec that the American 
Petroleum Institute recently called for limiting the total number and variety of gasolines sold in the U.S. 
from today’s approximate 15 different blends to only 5. It is, therefore, more appropriate, in our view, to 
have a federal agency - such as the Department of Energy, with the advise and consent of the 
Environmental Protection Agency and the various states - maintain and oversee the type and amount of 
gasoline compositions sold throughout the United States. Because of regional and environmental issues 
involved, we would suggest that the proper number of gasolines sold throughout the country should be 
between 3 and 6. The National Petrochemical & Refiners Association also recognizes the problem and its 
impact on gasoline supply and prices. NPRA recently testified to this Subcommittee that “the many 
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different fuel requirements have led to increased volatility in gasoline markets and to reduced flexibility in 
shifting available supplies to areas that need fuel the most.” 

Environmentally Beneficial Gasolines: 

In 1995, much of the nation - about 30 percent - was introduced to a new, more environmentally friendly 
gasoline, called Reformulated Gasoline. The new gasoline helped those cities, such as New York, 
Chicago, Houston, Los Angeles, and Washington, DC —with the worst air quality, conveniently and cost- 
effectively reduces the amount of harmful pollutants emitted into the atmosphere. After 7 Vi years, the 
RFG program has, in the almost unanimous consensus of everyone, been an unqualified success. More 
importantly. Phase 1 of the RFG program cost approximately 1 to 2 cents per gallon in most areas of the 
country and Phase 2 added another penny or so. We are generally concerned that some suggested changes 
to the RFG formula may hinder the overall effectiveness of the program and possibly increases gasoline 
prices. 

Be that as it may, there are legitimate reasons why it costs refiners more to produce summer gasoline. 
Volatility controls require that summer gasoline exhibit a lower tendency to evaporate and, thus, lighter 
components such as butanes that are normally included in the gasoline pool in the winter are removed in 
the summer. The removal of light components for gasoline volatility control is rapidly compounded into 
additional volume loss: Heavy-boiling components must be removed in turn, to rebalance the fuel and 
maintain its driveability characteristics. Next, for summer RFG gasoline, the absolute barrels of oxygenate 
(ethanol or MTBE) that must be added to the fuel are reduced, since the base amount of gasoline is less. 
Progressively, range of what “fits” into summer gasoline becomes narrower and narrower... For example, 
with lower oxygenate addition comes lower dilution of the environmentally problematic gasoline 
blendstocks that precipitates further blending adjustments. The bottom line is this: while summer gasoline 
clearly offers superior smog fighting characteristics, we make less of it. Nearly all of the steps required to 
produce it involve volume reduction. Assuming refinery throughput is maximized in summer, perhaps the 
only knob refiners have to increase volume quickly during summer supply shortages is to maximize 
oxygenate blending. We have observed precisely such a pattern in California in the past. 

We normally lose sense of this summer volume loss because we deal with the issue preferentially in terms 
of increased refiner production cost. We quote figures such as 4 or 5 or 8 cents per gallon higher gasoline 
cost-to-produce and we lose sense of the 2 or 3 or 5 volume percent reduction that we face. Most 
importantly, we make the mistake of not recognizing that cost-to-produce has very little to do with the 
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actually price rise seen in the market. It is the supply shrinkage, real or anticipated, that causes gasoline 
prices to advance rapidly. Moreover, the magnitude of the price spike that accompanies a supply shortage 
has little connection to the base gasoline production cost at the time the supply imbalance occurred. 

Two final points on the subject of tight gasoline supply demand balances during the summer season. First 
summer gasoline shipments must begin at refineries long before what the public considers the summer 
driving season. Shipping summer gasoline in February is hardly unusual. Secondly, some have made the 
point that refiners have no particular incentive to relieve the pressure of a tight supply demand balance, 
that refiners obviously like periods of elevated retail pricing, particularly if their corresponding input and 
processing cost increases are modest over the same period. This is a point subject to considerable further 
public debate, particularly in the face of the ongoing industry consolidation.., Short term, refiners will 
obviously seek the handsome reward of increased prices by attempting to squeeze extra barrels out of 
their system. And that is as it should be. The problem lies with the long term outlook: after years of 
refining excess capacity, low prices, and under-performing assets, refiners are hesitant to invest in 
capacity throughput increases even though the excess capacity has vanished, prices are higher and a 
reasonable case for return on new investments can be made... 

Observations on S 517 Fuels Provisions. 

Turning to the question of ethanol use in gasoline, Hart has long held that ethanol has a role in our 
nation's gasoline supply - particularly in the Midwest where is it readily available. The questions that 
have yet to be fully determined are: 1) what are the costs associated with ethanol use? and 2) What 
does blending ethanol into gasoline do to gasoline supply and volatility? The Senate has recently 
been debating fuels provisions as part of the comprehensive energy bill S517. As it now stands those 
provisions would mandate the use of ethanol and ban the use of MTBE, among other fuel 
composition changes. Based on our evaluation of S517's fuels provisions, it is our opinion that some 
of the publicized cost impact figures appear to yield results that are likely at the low end of the range. 
In particular, while it appears to provide some good information, the analysis performed by the 
Energy Information Administration (EIA) does not seem to fully consider the cumulative weight of ail 
the eventual retail costs to the consumer associated with the entire fuels provisions of S517. 

Hart’s technical analysis indicates that S517 will likely cause gasoline supplies to shrink significantly 
causing more gasoline price volatility than EIA’s study seems to predict. There are three major areas that 


- 5 - 



202 


we can point to in discussing the impact of S517 on gasoline supplies: 

• The fust area involves the proposed ban on MTBE use. For a variety of environmental, commercial, 
and performance-related reasons, MTBE has become the oxygenate-of-choice for making RFG 
outside the Midwest. MTBE is used in 80-85 percent of all the REG produced today and comprises 
significant volumes of the national gasoline supply. As the Dept, of Energy points out, MTBE is 
valuable not only from the standpoint of its benefit to cleaner air, it is contributing over 400,000 
barrels of gasoline production which is equal to the output of 5 US refineries. This production is 
equal to about 3 to 5 percent of the U.S. gasoline supply, but more importantly it represents nearly 11 
percent of the total gasoline supply in most RFG areas. 

• The second important area involves the proposed institution of a Renewable Fuels Standard (RFS) 
which is for all intents and purposes a mandate to increase ethanol use from the current 1.7 billion 
gallons per year to over 5 billion gallons by 2012. This may be a welcomed boost to ethanol 
supporters but it is probably a step in the wrong direction as far as the stability of the nation’s 
gasoline supply is concerned. The reason for this is that, contrary to the rhetoric that has been aired in 
recent months, ethanol does not extend summer gasoline supplies at least not if one performs the 
analysis on the basis of equal environmental performance and constant vehicle miles traveled. 
Ethanol, if used to replace MTBE in summer RFG at the minimum level of oxygen currently required 
in RFG, will actually shrink the current gasoline pool by approximately 11%. Even if we assume that 
ethanol will be added to RFG at the maximum level allowed by law - aquestionable assumption given 
the ethanol supply imbalance such a premise creates - we will lose more than 60% of the summer 
volume expansion we were getting with MTBE. This is why most proposals to expand ethanol use 
(including S517) clearly attempt to direct the overwhelming majority of it use to conventional 
gasoline areas where the environmental sensitivity to ils summer characteristics may be somewhat less 
pronounced. 

• The basic premise of needing to look at ethanol at constant environmental performance means that 
we must recognize the reduced volume and added cost associated with: a) reducing summer 
gasoline vapor pressure when blending ethanol into gasoline and controlling the Distillation Index 
(DI) of ethanol blended fuels. Similarly, examining the implications of growing ethanol use at 
constant vehicie-miles-traveled means that we must recognize the reduction in the energy content 
(measured by BTUs) of conventional gasoline blended with ethanol (approximately 2-3%) and the 


- 6 - 



203 


likely resulting retail consumer gasoline impact of 2 to 3 cents per gallon. 

Many of these points are conveniently “finessed” or entirely avoided through the set of assumptions 
that EIA was asked to adhere to in the study request. As a result, EIA’s initially reported estimates for 
cost increases are likely to be the very low end of several possible retail cost and price impact ranges 
for the consumer. In fact, our technical analysis indicates that the cumulative consumer retail cost 
impact attributable to the fuels provisions of S517 would be at approximately 9.75 cents per gallon for 
reformulated gasoline and closer to 4.0 cpg for conventional gasoline. Of course, none of this 
discussion comprehends the impact of supply disturbances and the increased frequency that they are 
likely to exhibit in the future if S517 is adopted. 

In conclusion, there are currently a number of factors in play that are threatening to worsen the U.S. 
gasoline supply and price volatility situation in the coining months and years. In our opinion, public 
policy initiatives should seek to extend the supply of clean gasoline product in the U.S. and find long term 
solutions to the current supply problems. Thank you for this opportunity to testify. I look forward to 
working with the Subcommittee to address these difficult issues. 
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Mr. Ose. Dr. Rausser, visiting us from the University of Califor¬ 
nia at Berkeley, you are recognized for 5 minutes. 

Mr. Rausser. I thank the committee for inviting me to offer an 
analysis of the social costs and benefits of MTBE used in gasoline 
and its planned ban in the State of California. 

Eighteen months ago I was retained by Lyondall Chemical to as¬ 
sess whether the continued use and/or ban of MTBE in gasoline in 
California would be a choice that, on balance, served or did not 
serve the public interest. To answer this question, my colleagues 
and I performed a comprehensive cost/benefit analysis within the 
framework of the current Federal and State of California reformu¬ 
lated gasoline requirements. 

We have relied on the extensive literature that has been accumu¬ 
lated over the course of the last decade by surveys that we our¬ 
selves conducted on the impacts with regard to air, water, and fuel 
costs. And we have done this not only for MTBE, but for ethanol; 
and as you would expect, there is much more data, much more 
science, about MTBE, because of its wide use in the State of Cali¬ 
fornia over the last decade relative to ethanol. 

We have submitted our analysis for independent peer review and 
publication. The basis for my opinions that I am going to share 
with you today is, first, that we look at all of the potential con¬ 
sequences whether they are good or bad of both MTBE and ethanol 
in gasoline. Each of the effects is quantified in monetary terms to 
allow us to compare using the same yardstick with regard to both 
the benefits and cost. 

Our focus is on the incremental cost to society of using MTBE 
or ethanol. For instance, when gasoline is found in groundwater, 
costs will be incurred to diagnose and clean up the spill whether 
or not MTBE or ethanol is present. Our concern was to measure 
the extent to which MTBE and in comparison ethanol influenced 
those incremental costs. 

We also focused exclusively on the annual cost going forward. 
Clean-ups identified in the past should be irrelevant to policy¬ 
makers, as those costs will be incurred whether or not MTBE is 
banned in the future. 

As we all recognize, factors that affect the expected cost and ben¬ 
efits, looking out over the next decade or next 20 years, are subject 
to significant uncertainty. We incorporate in our analysis that un¬ 
certainty, reflecting the best available science with regard to each 
of the major impacts that I briefly outlined. 

What are our results? First of all, even though the anticipated 
air quality benefits of oxygenated gasoline were in fact realized, the 
large-scale use of MTBE, as we all know, has resulted in adverse 
impacts on water quality. The use of MTBE exposed in a dramatic 
fashion the fundamental problem, which is the source control of 
leaking underground storage tanks. 

While the widespread use of MTBE has had adverse impacts on 
water quality, removal of MTBE from gasoline will impose signifi¬ 
cant other costs on society, both in terms of gasoline production 
costs and ultimate prices at the consumer level. 

Overall, the continued use of MTBE in California has clear and 
significant benefits relative to the use of ethanol. The increased an¬ 
nual cost resulting from a ban of MTBE in California when ethanol 



205 


replaces MTBE ranges on an annual basis, as I just indicated, from 
a little less than a billion to about $1.3 billion with an expected or 
median value of $1.24 billion. 

These results are robust to any possible ranges on uncertainty. 
Even if you take the worst case for MTBE and the best case for 
ethanol, it still follows that banning MTBE and substituting with 
ethanol imposes significant costs on society where society is meas¬ 
ured not only in terms of the citizens of the State of California, but 
the citizens in the rest of the United States. 

The potential impacts from significantly changing the manufac¬ 
ture of a product as important and pervasive as gasoline is quite 
obviously and predictably complex. As a result, the cost/benefit 
analysis that we have conducted is also complex, but it can be de¬ 
composed into three major categories: the impacts on fuel costs, the 
impacts on air quality, and then finally and most importantly, in 
terms of the general view of the public with regard to MTBE use, 
the impacts on water quality. 

First, the impacts on fuel costs: Substituting ethanol for MTBE 
in reformulated gasoline will result in increases in fuel cost. 
Changes in fuel cost can be categorized into six different con¬ 
sequences. 

The first and perhaps the most important is an increase in the 
cost to the U.S. economy due to the increased oil imports to make 
up the fuel volume lost when switching from MTBE to ethanol. 

Also there is an increase in cost to refiners to manufacture refor¬ 
mulated gasoline. 

There is an increase in the ethanol tax subsidy payments. 

Fourth, there is an increase in gasoline demand due to lower fuel 
mileage efficiency. 

And fifth there is a consumer surplus loss attributable to reduced 
fuel consumption. 

And, finally, there are changes in the market for natural gas that 
actually work in favor of ethanol as opposed to MTBE. 

But if you take all six of those impacts and summarize them, you 
end up with an expected incremental cost of $1.33 billion per year 
if you substitute ethanol for MTBE. 

The impacts on air quality are basically commensurate. There is 
a bit of difference in terms of the air toxics associated with refor¬ 
mulated gasoline with MTBE versus ethanol, but the differences 
are not dramatic. 

On the water quality side, here, as I indicated, the focus has to 
be on the incremental response costs going forward. 

Mr. Ose. Dr. Rausser, you need to summarize. 

Mr. Rausser. Yes. 

And looking at those incremental costs and sorting those out, we 
also have to recognize that there is some recent science suggesting 
strongly that ethanol has an adverse impact on water quality as 
well as in terms of delaying the biodegradability of BTEX plumes. 
If you take all of that into account, the costs that are incurred by 
banning MTBE and switching to ethanol results in a benefit that 
ranges anywhere from 5.2 million to 296 million, with an expected 
value of 59 million. 

Now, those results may be a bit surprising for those who think 
about all of the past consequences and, instead, don’t focus on the 



206 


incremental cost. If you look at the incremental costs, then the 
numbers I have presented to you are reasonable estimates. 

In addition, it also says that the fundamental problem is source 
control of underground storage tanks. 

Thank you very much, Mr. Chairman. This concludes my brief 
remarks. 

Mr. Ose. Thank you, Dr. Rausser. 

[The prepared statement of Mr. Rausser follows:] 
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SOCIAL COSTS OF AN MTBE BAN IN CALIFORNIA 

by 

Gordon Rausser 

Prepared Statement for the House Committee on Government Reform 
Subcommittee on Energy Policy, Natural Resources 
and Regulatory Affairs 
April 23, 2002 

1. Introduction and Summary 


I am Gordon C. Rausser, the Robert Gordon Sproul Distinguished Professor at the 
University of California at Berkeley. I served as Dean of the College of Natural Resources 
at the University of California at Berkeley, from 1994 - 2000. I am widely published and 
have extensive consulting experience in market analysis, statistical modeling, economic 
and finance damage analysis, and antitrust analysis. My curriculum vitae is available on 
my website at U.C. Berkeley, http://are.berkelev.edu/~rausser /. I thank the Subcommittee 
for inviting me to offer an analysis of the social costs and benefits of MTBE use in 
gasoline. 

Eighteen months ago, I was retained by Lyondell Chemical to assess whether the 
continued use of MTBE in gasoline in California serves the public interest. To answer this 
question, my colleagues and I have performed an integrated, comprehensive cost-benefit 
analysis of the decision to use MTBE. We have relied on the extensive literature now 
available on the air, water, and fuel cost impacts of MTBE use in gasoline, and ethanol 
use, and have developed a model to synthesize those impacts for comparison. Our analysis 
is summarized in a paper, “The Social Costs of an MTBE Ban in California,” submitted for 
peer review and publication. 

I offer the following observations to the Subcommittee: 

• Even though the anticipated air quality benefits of oxygenated gasoline were in 
fact realized, the large-scale use of MTBE (methyl tertiary butyl ether) as a 
gasoline oxygenate resulted in adverse impacts to water quality. 

• The use of MTBE exposed in dramatic fashion the fundamental problem of 
leaking underground storage tanks. Policies put in effect over the last 10 years 
have significantly reduces releases from underground storage tanks, but 
unfortunately banning MTBE use in the future does nothing to reduce the cost 
of cleaning up releases that have already occurred. 

• While the widespread use of MTBE has had adverse impacts on water quality, 
removal of MTBE from gasoline will impose significant costs on society — 
both in terms of gasoline production costs and prices, as well as possible 
impacts on air and water quality by ethanol. In light of current concerns about 
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world oil supplies, it is significant that one of the effects of banning MTBE or 
replacing it with ethanol will be to increase U.S. oil imports and put additional 
upward pressure on world oil prices. 

• Overall, the continued use of MTBE in California gasoline has clear and 
significant benefits relative to the use of ethanol. The increased annual cost 
resulting from a ban of MTBE in California when ethanol replaces MTBE 
ranges from $0.92 billion to $1.32 billion, with an expected value of $1.24 
billion. The model results are robust to reasonable ranges of uncertainty; even 
under the worst case for MTBE and the best case for ethanol, it still follows that 
banning MTBE will lead to an increase in the total cost associated with gasoline 
use in the state of California. 

2. Overview of Cost-Benefit Model and Results 

The potential impacts from changing the manufacture of a product as important and 
pervasive as gasoline are predictably complex. A comprehensive cost-benefit model 
analyzing this choice is necessarily complex as well. Here, I generally describe the 
structure of the model and the important (i.e., largely determinative) input parameters. 

Current Federal EPA and CARB regulations define the feasible gasoline 
formulation alternatives for refiners. Since California’s request for a waiver of the 
oxygenate requirement was denied, it is generally agreed that either the use of ethanol or 
MTBE as a fuel oxygenate is required to satisfy those regulations. Accordingly, 
reformulated gasoline (REG) with MTBE is selected as the “baseline” in this testimony. 
Unless denoted otherwise, all costs and benefits reported are relative to RFG with MTBE. 
Positive values in Table 1 represent a net benefit of MTBE over ethanol, while negative 
values represent a net cost of MTBE relative to ethanol. I should note that I have also done 
an analysis of the costs of eliminating MTBE if there were an oxygenate waiver, and find 
that in this case the net benefits of continued use of MTBE exceed the net benefits of its 
replacement with other gasoline blending components. 

The costs and benefits of the choice to use MTBE instead of ethanol as a gasoline 
additive can be decomposed into three broad categories: 

(i) Impacts on Fuel Costs 

(ii) Impacts on Air Quality 

(iii) Impacts on Water Quality 

2.1 Impacts on Fuel Costs 

Substituting ethanol for MTBE in RFG will result in an increase in the cost to 
manufacture gasoline. The impact of this substitution includes both direct impacts on 
gasoline refiners, as well as indirect impacts on the markets for crude oil and natural gas, 
indirect impacts on U.S. taxpayers, and indirect impacts on gasoline consumers. Changes 
in fuel costs can be categorized into six components: 

(1) the increase in cost to refiners to manufacture RFG with ethanol (i.e., instead 
ofMTBE); 
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(2) the costs of ethanol production that axe paid by U.S. taxpayers due to the 
ethanol tax subsidy; 

(3) the increase in the amount of gasoline that consumers must purchase to meet 
their driving needs when ethanol is substituted for MTBE (since gasoline 
made with ethanol has less energy - and thus provides fewer miles per gallon 
- than gasoline made with MTBE); 

(4) the increase in costs to the U.S. economy associated with increased oil 
imports when ethanol is substituted for MTBE (since ethanol comprises a 
smaller volume of RFG than does MTBE, use of ethanol requires a larger 
amount of components produced from crude oil to make the same volume of 
gasoline); 

(5) the consumer surplus loss attributable to reduced fuel consumption when 
ethanol is substituted for MTBE (since RFG made with ethanol is more 
costly, consumers will decrease gasoline consumption and lose the benefit of 
this foregone consumption); and, 

(6) net changes in producer and consumer surplus and import costs in natural gas 
markets, due to the effect the abandonment of MTBE would have on the 
demand for natural gas (since a reduced demand for MTBE will reduce the 
demand for natural gas, and thus reduce the price of natural gas). 

Our analysis indicates that the total increase in annual gasoline production costs 
resulting from the replacement of MTBE with ethanol in California would range from 
$1.22 billion to $1.37 billion, with an expected value of $1.33 billion. 

2.2 Impacts on Air Quality 

RFG made with either MTBE or ethanol has significant air quality benefits over 
conventional gasoline. However, the air quality impacts of these two fuel formulations are 
not identical. The use of MTBE in RFG increases the level of formaldehyde emissions 
(relative to RFG made with ethanol), while the use of ethanol increases the level of 
acetaldehyde emissions (relative to RFG made with MTBE). In addition, the higher 
gasoline prices associated with the use of ethanol will result in a decrease in the demand 
for gasoline, and thus a decrease in automobile emissions. 

The Federal Clean Air Act requires that reformulated gasoline provide specific 
reductions in emissions for the two ozone precursors, nitrogen oxides and reactive 
hydrocarbons. Under Federal and CARB regulations, all legal fuels must achieve at least as 
great a reduction in NOx and hydrocarbon emissions as does a specified reference fuel. 
Therefore, we do not estimate that any changes in emissions of ozone precursors result' 
from the replacement of MTBE by ethanol. The direct air quality effects that can be 
expected to result from substituting ethanol for MTBE are reductions in driving due to 
higher fuel costs and changes in emissions of such air toxics as formaldehyde and 
acetaldehydes due to specific properties of MTBE and ethanol. 

Our analysis indicates that replacing MTBE with ethanol would result in a minor 
increase in air quality benefits, ranging from $28.9 million to $34.3 million, with an 
expected value of $31.6 million. 
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2.3 Impacts on Water Quality 


Costs associated with water quality are the incremental costs attributable to the 
specific formulation of gasoline (i.e., MTBE or ethanol) for the cleanup of gasoline spills. 
Both of these feel formulations are expected to increase the water quality impacts of 
gasoline spills, relative to the impact of conventional gasoline spills. Water quality costs 
include incremental response costs (due to the presence of MTBE or ethanol in gasoline) at 
leaking underground storage tank (LUST) sites, costs to treat drinking water wells 
impacted by these LUST sites, response costs from pipeline leaks for gasoline, and the 
costs to monitor surface water reservoirs. Expected water quality costs are a function of 
the number of gasoline releases (which in turn is a function of factors such as the failure 
rate of underground gasoline storage tanks), and the incremental impact of MTBE and 
ethanol on the cost to remediate these gasoline releases. 

Neither MTBE nor ethanol makes a gasoline release more likely, and releases of 
gasoline without MTBE or ethanol will still be costly. The “underlying” costs of the 
gasoline release, which would occur even if neither MTBE nor ethanol were contained in 
the released gasoline, are not properly counted as costs of either MTBE or ethanol. 
However, both MTBE and ethanol may increase the water quality costs associated with 
gasoline releases, because the presence of either MTBE or ethanol may make these 
releases migrate further and/or be more persistent. It is generally thought that MTBE is 
likely to have a larger adverse impact than ethanol. In addition, releases of gasoline with 
MTBE may be more difficult and costly to remove from groundwater than are releases of 
gasoline with ethanol. The incremental impact of MTBE on the cost of addressing 
gasoline releases appears to be relatively small, but may well be greater than zero. 
Therefore, the substitution of ethanol for MTBE may decrease the costs associated with 
gasoline releases. 

It is also important to realize that the clean up costs for releases that have already 
occurred cannot be avoided by banning the use of MTBE in the future. Therefore, only 
releases attributable to future use of MTBE should be included in the cost-benefit analysis. 
These releases, per gallon of gasoline consumed, will be much less than they were in the 
past because of the programs that have been put in place over the last decade to reduce 
leakage from underground storage tanks. As a result of these factors, the reductions in 
clean-up costs attributable to a ban on MTBE at this point are far less than the costs of 
MTBE clean-up included in many other studies. 

The expected savings in water monitoring and treatment costs attributable to 
switching from MTBE to ethanol range from $5.2 million to $296.7 million with an 
expected value of $59.0 million. 

2.4 Impacts on Refinery Capacity and Consumer Prices 

Although not part of the formal cost-benefit analysis, potentially disruptive effects 
of an MTBE ban on gasoline supply are important to consider. Replacing the 11% of 
gasoline volume accounted for by MTBE will put increased demands on both refinery 
capacity and the transportation system. If a ban on MTBE results in inadequate refinery 
and import capacity to meet gasoline demand at current prices, the inevitable result is an 
increase in gasoline prices to the point at which demand is reduced to equal available 
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capacity. Since gasoline demand is relatively inelastic, relatively small mismatches in 
demand and supply at current prices can result in large price movements. We have 
estimated the potential price increases if it is not possible to replace the gasoline volume 
lost when replacing MTBE with ethanol. Such a scenario would require reducing gasoline 
consumption approximately 6% below current consumption levels. With short-term 
elasticities of demand between 0.1 and 0.2, the result would be an increase of 30% to 60% 
in gasoline prices, or at current prices, between 50 cents and $1 per gallon. 

3. Structuring the Cost-Benefit Analysis 

I will now describe in more detail the issues addressed in my analysis of the costs 
and benefits of replacing MTBE and the nature of the cost-benefit model that my 
colleagues and I developed for analyzing these issues. 

In the early 1990s, oxygenated gasoline was widely hailed as a solution to many of 
the nation’s air quality problems, especially in the so-called federal nonattainment 
geographic regions. At that time, it was expected that MTBE would be widely used as a 
gasoline oxygenate. Even though the anticipated air quality benefits of oxygenated 
gasoline were, in fact, realized, the large-scale use of MTBE as a gasoline oxygenate 
resulted in adverse impacts to water quality. As MTBE was detected in water supplies in 
the late 1990s, public concern intensified and proposals to ban the use of MTBE in 
gasoline surfaced in several states. 

In 1999, the State of California passed the first legislation in the United States that 
was motivated by the water quality impacts of MTBE. In March 1999, the Governor of the 
State of California announced that MTBE would be banned in gasoline in California 
beginning in 2003.' Several other states have moved to reduce or eliminate the use of 
MTBE as well, and a federal ban on MTBE is under debate. 

As the pendulum has swung from public concern about air quality to public 
concern about water quality, the risk has increased that special interests will dominate 
implementation of policy reforms that ill-serve society. Given the billions of dollars of 
potential consequences that can be quantified, it is surprising that the proposed banning of 
MTBE has not been subjected to a serious and internally consistent analysis. 

The purpose of my research on MTBE has been to better inform those involved in 
the policy debate by providing a comprehensive and internally consistent cost-benefit 
analysis of the gasoline formulation alternatives for California, based on the best 
information that is currently available. Such an analysis must distinguish between sunk and 
incremental costs, 1 2 and must consider both private and social costs. 3 The analysis must also 


1 Governor Gray Davis, Executive Order D-5-99,25 March 1999. The introduction of the ban was recently 
extended to January 1, 2004. 

2 Sunk costs axe those costs that cannot be averted by future action. For instance, the past use of MTBE may 
result in current sites of groundwater contamination that will result in future remediation costs. However, 
even if MTBE is removed from gasoline now, this will not affect the costs from existing contamination sites. 
Therefore, these remediation costs are not a cost of continuing to use MTBE in gasoline. Only those 
remediation costs from future releases of gasoline containing MTBE are a cost of the continued use of 
MTBE. 

3 Private costs are costs reflected in the market prices of products. The most obvious example is the change 
in the price of gasoline faced by consumers. Private costs should also take into account effects in related 
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recognize the economic responses of consumers and firms to changes in prices and costs, 
and must consider not only costs in the immediate market in question, but also costs from 
spillovers to other markets. 

It is also critical to recognize that the incremental costs and benefits of removing 
MTBE from gasoline change with the passage of time. The use of oxygenated gasoline in 
the early 1990s was intended to provide rapid reductions in emissions from the existing 
fleet of vehicles — reductions that could not be achieved through new car emission 
standards alone. But as vehicles subject to much more stringent new car emission 
standards have become a larger share of the fleet, the air quality benefits attributable to the 
use of oxygenated gasoline have fallen. Moreover, new air quality models adopted by the 
California Air Resources Board (CARB) for evaluating emissions reductions from 
reformulated gasoline may also significantly change the estimated air quality impacts of 
various fuel formulations. The costs of replacing MTBE are also different today than they 
were a decade ago. The U.S. Supreme Court recently upheld a Unocal patent that covers 
many of the most cost-effective formulas for producing reformulated gasoline, and this 
patent will raise costs for other refiners and consumers. Effects on water supply and 
cleanup costs attributable to future MTBE use are also certainly different today than ten 
yearn ago. For instance, older underground gasoline storage tanks that were prone to leaks 
have almost entirely been replaced by new tanks that are much less likely to leak. 

3.1 Federal and California Regulations Affecting Gasoline 

Under current law, all gasoline sold in the “ozone non-attainment areas” of 
California is subject to the federal reformulated gasoline program, and must contain a 
minimum of 2% oxygen by weight. This requirement can be satisfied by a blend that 
contains either 5.7% ethanol or 11.5% MTBE (by volume). In addition, gasoline sold 
during winter months in “carbon monoxide non-attainment areas” of California is subject 
to the federal oxygenated fuel requirement, and must contain at least 1,8% oxygen. 

California is authorized under 42 USC Section 7545(c)(4)(B) to craft its own 
controls on motor vehicle emission and fuels, as long as they are at least as stringent as the 
national standards. Under this authority, the CARB has established rules for California 
cleaner burning gasoline which are more stringent than the federal standards except in the 
area of oxygenates. The federal RFG oxygenate requirements pre-empt California RFG 
requirements because they set a more stringent standard for oxygenates. 

The original version of the California RFG rule required a minimum of 1.8% 
oxygen in winter throughout the state, but that rule was revised in 1998 to apply only to 
areas subject to the federal winter oxygen requirements. CARB recently issued Phase 3 
RFG regulations that would allow refiners throughout the state to sell non-oxygenated 
gasoline even in federal RFG areas should a waiver of the federal requirement be granted. 
That waiver request has been denied. 


markets such as natural gas. Other private costs are the less obvious impacts on the effective price of gasoline 
to consumers, such as changes in the amount of gasoline required to drive a mile attributable to replacement 
of MTBE with other blending components. Social costs are costs not necessarily included in market prices, 
or considered by consumers and producers in their decisions on how much to buy and sell. The impact of 
MTBE on water resources is a social cost. The impact of changes in air quality (and thus on human health) is 
another example of a social cost. 
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Table 2 lists the counties in California where federal RFG rules currently apply. 
Since these counties contain a large share of the state’s population, the CARS estimates 
that 70% of the gasoline currently sold in California is subject to the federal RFG 
regulations, including the minimum 2% oxygen requirement. 4 

3.2 Properties of MTBE and Ethanol 

MTBE has several desirable properties as a gasoline oxygenate. To achieve a 2% 
by weight oxygen content, MTBE is blended in gasoline at approximately 11.5% by 
volume. Therefore, in addition to adding oxygen to gasoline, MTBE has the effect of 
diluting other undesirable constituents in gasoline such as benzene and sulfur. 5 Thus use 
of MTBE contributes to reducing smog-forming emissions, which was the purpose of the 
reformulated gasoline regulations in the first place. MTBE also increases the octane of 
gasoline, and does not adversely affect other important gasoline properties such as RVP 
and cold weather starting performance. Moreover, MTBE is widely available, and RFG 
made with MTBE is relatively inexpensive and easy to blend, store and transport. 6 

MTBE has another important attribute: it is derived from natural gas by combining 
methane (the primary constituent of natural gas) and butane (a natural gas liquid). About 
70% MTBE used in the United States is produced in refineries and merchant plants from 
natural gas produced in the United States and Canada. 7 Its use in gasoline reduces, by an 
equivalent quantity (in energy terms), oil imports, since oil imports are the marginal source 
of petroleum supplies into the United States. On the other hand, the use of MTBE 
increases U.S. imports of natural gas from Canada. 

Ethanol also has some beneficial properties when used as a fuel oxygenate. Like 
MTBE, ethanol increases the octane of gasoline. Moreover, ethanol is produced from com 
and other plant materials, and is thus a “renewable” fuel. However, ethanol has several 
undesirable properties as a gasoline additive. Ethanol results in higher VOC emissions 
from gasoline, and the higher volatility of ethanol makes it harder to meet summertime 
evaporative emissions criteria for RFG. In order to compensate for the higher volatility of 
ethanol, while maintaining performance characteristics such as cold weather starting, the 
“base” gasoline blend stock must be adjusted. This adjustment is costly and increases the 
production cost of the resulting RFG. Moreover, since ethanol contains considerably more 
oxygen (by weight) than does MTBE, RFG with ethanol contains only about 5.7% ethanol 
by volume (compared to 11.5% by volume, for RFG with MTBE). The difference in 


4 Jose Gomez, Bill Riddell, Richard Vincent and Tom Jennings, “Staff Report: Initial Statement of Reasons 
for Proposed Rulemaking,” July 1998. 

5 Energy Information Administration, “Issues in Focus: Phasing Out MTBE in Gasoline,” Annual Energy 
Outlook 2000, Report DOE/EIA-0383 (2001), 22 December 2000 
thttp:/ / www.eia.doe.gov/oiafaeo/issues.htmlJ . 

6 The California Environmental Protection Agency also supported the desirable properties of MTBE. See 
“California Environmental Protection Agency Briefing Paper on MTBE,” 24 April 1997, pp. 1, 4, 7. 

7 Average for the period 1998-2000. See Energy Information Administration, Petroleum Supply Annual, 
Volume 1, 1998, 1999, and 2000 editions. 

s Mark Mazur, Director, Office of Policy, United States Department of En ergy, statement before the 
Committee on Commerce, Subcommittee on Health and the Environment, United States House of 
Representatives, 

2 March 2000. 
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volume must be made up with gasoline, which leads to a decreased dilution effect from 
ethanol, and ultimately to an increased demand forcrude oil and oil imports. 9 

Ethanol also has lower energy density than MTBE, and RFG made with ethanol 
results in lower feel economy than does RFG made with MTBE, and higher costs to 
gasoline consumers. Finally, evaporative emissions can increase substantially when a 
motorist mixes ethanol-containing gasoline with ethanol-free gasoline in the same vehicle. 

Ethanol is also considerably more difficult to transport and handle in the refining 
system, because it absorbs water and can cause corrosion and other problems in the 
refinery. Separate storage tanks and handling equipment are required, and ethanol must be 
transported in dedicated facilities. As a result, ethanol is generally blended into gasoline at 
distribution terminals rather than at refineries. Ethanol is generally produced in the U.S. 
Midwest, and transportation costs to California are substantial. Finally, the market price of 
ethanol is kept artificially low by a federal tax subsidy on ethanol production. The fell 
social cost of ethanol, including the taxpayer cost of the subsidy is significantly higher than 
the cost of MTBE. 

3.3 Fuel Alternatives Considered in the Cost-Benefit Model 

The composition of the MTBE and ethanol fuels that satisfy the CalRFG3 
regulations is described in Table 3. The reference feel contains MTBE. The ethanol 
alternative requires both the purchase of different amounts of blending components and the 
implementation of changes in refinery operations. The relative cost of producing the feels 
is estimated using a large refinery linear programming model. Table 4 describes the 
properties of each fuel. 

For expositional purposes, reformulated gasoline with MTBE is used as the 
reference fuel in the cost-benefit model. Costs and benefits of substituting ethanol for 
MTBE are measured relative to continued production of reformulated gasoline containing 
MTBE. 


We concentrate on scenarios where all gasoline in California is of the same 
formulation (RFG with MTBE or RFG with ethanol. That is, we model a switch from 
100% of the gasoline in California containing MTBE to 100% of the gasoline in California 
containing ethanol. 

3.4 Treatment of Uncertainty in Cost-Benefit Model 

Factors that affect costs and benefits are usually subject to some degree of 
uncertainty. Often the degree of uncertainty can be significant, and this uncertainty can 
affect factors that play an important role in determining the costs and benefits of a 
decision. In order to properly reflect this uncertainty in the evaluation of a decision, the 
cost-benefit analysis can include ranges for input values that are subject to significant 
uncertainty. Many of the factors affecting the costs and benefits of using MTBE or ethanol 
as a feel oxygenate are subject to uncertainty. This is particularly true when estimating the 


9 The United States Energy Information Administration identifies similar drawbacks to ethanol. See Energy 
Information Administration, “Issues in Focus: Phasing Out MTBE in Gasoline,” Annual Energy Outlook 
2000, Report DOE/EIA-0383 (2001), 22 December 2000 fhttp://www.eia.doe.gov/oiaf7aeo/issues.htm ll. 



215 


impacts of fuel additives on water quality.' 5 To gauge the effect of this uncertainty, the 
costs and benefits can be computed with all uncertain inputs set to the upper end of the 
range, and again when all inputs are set to the lower end of the range. Thus, the estimated 
costs and benefits of a particular alternative are presented as a range. 

Calculation of costs and benefits with all uncertain inputs set at the low (or high) 
end of their range is helpful in understanding and presenting the effects of this uncertainty 
on the outcome of a decision. However, this methodology results in a broad range of total 
costs or benefits for a particular decision, since the total cost-benefit number is calculated 
on the assumption that all uncertain parameters will simultaneously be at the low (or high) 
end of the range. While this outcome is theoretically possible, it is unlikely. Therefore, the 
analysis also includes a more formal and rigorous “Monte Carlo” treatment of the 
'uncertainty surrounding certain input parameters. 

Monte Carlo analysis is a mathematical simulation analysis, where a probability 
distribution is specified for each of the uncertain parameters, rather than just their 
respective upper and lower bounds. For each iteration or “run” of the Monte Carlo 
analysis, a single value for each uncertain parameter is randomly selected from the 
specified probability distribution, and the cost-benefit calculation is performed using these 
parameter values. The analysis is repeated for a large number of “runs” (in this case, fifty 
thousand), resulting in a distribution of outcomes (final cost-benefit totals). This 
distribution can then be used to estimate the average (or expected) costs or benefits, as well 
as the range of outcomes likely to occur with, say, greater than 5% probability. 

4. Results from the Cost-Benefit Analysis 

The detailed analysis of costs and benefits organized by the three categories of 

impact: 

(i) Impacts on Fuel Costs 

(ii) Impacts on Air Quality 

(iii) Impacts on Water Quality 

4.1 Changes in Gasoline Production Costs 

There are a number of factors that go into the cost of producing reformulated 
gasoline. The additives themselves — MTBE or ethanol — differ in cost to the refiner. 
Although some MTBE may be produced at a refinery, a market also exists for it. MTBE 
has generally had the lower market price per gallon, with ethanol costing more, but this 
order has varied over time with supply and demand. The oxygen content of MTBE is less 
than that of ethanol, so that more MTBE must be blended with gasoline to meet the same 
minimum oxygen content level as ethanol. 

Both additives have high octane ratings, so that their use makes it possible to cut 
down on fee use of other, costly octane enhancers. Ethanol, even when added in small 


10 For instance, as discussed below, there is significant uncertainty about the degree to which LUST (leaking 
underground storage tanks) plumes that contain MTBE are longer than LUST plumes from conventional 
gasoline. This leads to uncertainty about the degree to which LUST plumes that contain MTBE will be 
longer and more costly to clean up than plumes front conventional gasoline. 
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quantities, has the unique problem of greatly increasing the volatility of gasoline. In order 
to meet restrictions on gasoline volatility, ethanol blends must eliminate other volatile 
compounds in the gasoline blend. Replacing these volatile compounds with other additives, 
while maintaining easy engine starting and octane, is costly. As an alternative, refiners can 
make capital investments so that the properties of gasoline feedstocks can be altered within 
the refinery, and frequently this is less costly than purchasing needed additives outside the 
refinery. 

Ethanol needs to be handled differently from other additives in order to prevent 
corrosion and other operational problems. Typically, ethanol is blended into a gasoline 
base (called CARBOB or California Oxygenate Blendstock) after it leaves the refinery. 
This requires additional blending facilities and storage and handling facilities for ethanol, 
CARBOB, and finished oxygenated gasoline. Ethanol is produced outside of California, so 
that its delivered price contains large transportation costs, estimated by the Department of 
Energy to be about $0.15 per gallon. 

Ethanol also contains less energy per physical gallon than MTBE does, so that 
when ethanol is utilized, the fuel economy experienced by motorists declines. This is a true 
increase in cost to consumers, and we estimate the increase in the effective price of 
gasoline due to the loss in fuel economy. An additional cost factor comes from blending 
formula patents that have been claimed by Unocal. These require either payment of 
royalties, which two refiners are reported to have agreed to, or incurring additional costs to 
use more costly blending techniques to avoid violating the patents. 

Refinery Costs 

The cost of producing RFG using ethanol has been estimated to be 5.5 cents per 
gallon more than the MTBE-based reference fuel. This cost includes all refining costs (4.9 
cents per gallon), ancillary and logistics costs (0.4 cents per gallon), and the value to the 
consumer of lost fuel economy (0.2 cents per gallon). 11 This differential is largely 
consistent with findings of the U.S. Energy Information Administration and Oak Ridge 
National Laboratory. The ethanol price used in this estimate was the effective cost to the 
refiner, which is less than the cost of producing ethanol by the amount of the blender’s tax 
credit. 

To estimate the annual increase in production costs to California, the increase in 
cost per gallon is multiplied by total consumption of gasoline in California, approximately 
14.5 billion gallons in 2000. 12 In order to take into account the effect that the higher 
gasoline prices caused by an MTBE ban would have on demand for gasoline, the estimate 
of gasoline consumption used in this calculation has to be reduced below the actual amount 
that is consumed in the absence of an MTBE ban. 13 The expected annual increase in 
refinery costs attributable to using ethanol in RFG, relative to continued use of MTBE, is 
approximately $763.1 million per year. 


11 California Energy Commission, “Analysis of the Refining Economics of California Phase 3 REG,” Exhibit 
6 . 

12 Energy Information Agency, Petroleum Supply Monthly, April 2001. 

53 Based upon the available literature, a range of price elasticities of demand for gasoline is used to calculate 
the reduction in demand that would be caused by the higher price if the ethanol option is used. 
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Fuel Economy 

When the effective fuel economy of gasoline falls, consumers must purchase 
additional fuel to make up for the reduction in fuel economy, A real cost per gallon of 
oxygenated fuels due to their reduced fuel economy is therefore the percentage reduction 
in fuel economy multiplied by the price of gasoline. The decrease in fuel economy is 
calculated from the difference in energy density of conventional and oxygenated gasolines, 
as stated in Table 3, The 5.5 cent per gallon differential between the refinery cost of using 
ethanol instead of MTBE to produce RFG (discussed above) includes a 0.2 cent per gallon 
penalty for mileage loss. 

Gasoline Demand 

The increase in cost of producing RFG with ethanol only applies to the amount of 
gasoline actually produced and consumed. When we calculate these costs, consumption is 
reduced below actual levels (since the higher cost of RFG with ethanol will decrease 
consumption from current levels). However, when a price increase reduces demand, there 
is an additional loss in consumer welfare equal to the value to the consumer of the 
foregone consumption. This welfare loss is a real economic cost and must be added to the 
cost increase calculated above. 

Ethanol Tax Subsidies 

The use of ethanol as a fuel additive is subsidized by the federal government (in the 
form of an exemption from the gasoline excise tax). Therefore, the cost to refiners for 
ethanol is substantially less than the cost to produce this ethanol. In order to calculate the 
fell social cost of an MTBE ban, it is necessary to include the fell cost of producing 
ethanol, because that cost represents the value of society’s resources used to produce 
ethanol and not available for other purposes. Ethanol currently receives a federal excise tax 
exemption of 54 cents per gallon, which is scheduled to decline to 53 cents in 2001,52 
cents in 2003, and 51 cents in 2005. Legal authority for the federal tax exemption expires 
in 2007, but this exemption has been renewed several times since it was initiated in 1978. 

The tax exemption from the federal Motor Fuels Excise Tax goes into the Highway 
Trust Fund and largely serves the purpose of funding highway construction and 
maintenance. Therefore, the excise tax can be seen as a Pigouvian tax that internalizes the 
costs of the roads and highways to the motorists who use them. As a result, any reduction 
in the tax on gasoline containing ethanol provides ethanol users with an inappropriate 
incentive to drive more, and impose more costs on the highway system. We do not include 
such costs in our cost-benefit model. We do include, however, the cost of highway 
construction and maintenance that other taxpayers must make up due to the gasoline tax 
exemption from the use of ethanol. 

It was claimed, in studies done before 1996, that the reduction in federal motor feel 
taxes granted to ethanol had either neutral or beneficial revenue impacts, because it raised 
com demand and market prices, and reduced deficiency payments to farmers. 14 Even at 


14 United States General Accounting Office, “Ethanol Tax Exemption,” GAO/RCED-95-273R, 14 
September 1995; Joint Urbanchuk, “An Analysis of the Full Implications for Federal Government Revenues 
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the time, that conclusion was dubious, because it was based on a particular set of 
assumptions about how the Secretary of Agriculture would exercise discretion in managing 
the acreage reduction program. Moreover, the 1996 Farm Bill effectively made the 
payments to farmers independent of market prices. Therefore, recent studies all agree that 
ethanol subsidies have no direct effect on outlays for farm income support. 15 As a result, it 
is correct to remove the tax subsidy from calculation of the cost of producing ethanol, 
since it is a pure transfer payment. The real resource cost of producing ethanol is 
unambiguously the pre-tax cost of production, with no adjustment for the tax subsidy. 

The subsidy in 2000 for a 10% blend was 54 cents per gallon. For the 5.7% blend 
of ethanol that provides 2% oxygen content by weight, the subsidy increases the cost of 
ethanol-blended RFG by $0.03078 per gallon, which results in a total increase in costs of 
$449.2 million to $451.3 million per year, relative to the use of MTB£. This cost would be 
higher with blends containing more ethanol. 

Oil Imports 

Replacing MTBE with ethanol increases total petroleum use in the United States, 
and as a result increases oil imports. Many social costs of oil imports have been cited in the 
literature, 16 but here we only include a cost that has a clear economic rationale. This is the 
increase in the price of imported oil that is caused by higher levels of oil imports. This 
price increase is in a sense an externality of oil consumption; because no individual oil 
consumer (or producer) has an incentive to consider how higher prices affect all other 
consumers (or producers). In fact, the higher price of oil represents a transfer payment, but 
the payment is from the United States to foreign oil producers. Therefore, from the point of 
view of the United States, the additional payments for oil that would have been consumed 
even at lower prices is a net cost. 

MTBE is largely produced from domestically produced natural gas, and ethanol is 
produced from agricultural products, so that if equal quantities of ethanol and MTBE were 
used there would be no impact on US oil imports. However, MTBE contains less oxygen 
by weight than ethanol. Therefore, to produce a fuel containing 2% oxygen requires adding 
only 5.7% ethanol but a full 11.5% of the final volume of MTBE. The difference, 5.8% of 
the gasoline sold in California, must be made up with petroleum-based blending 
components. This increased use of petroleum-based blending components contributes to 
higher oil imports. 


and Outlays of the Partial Exemption for Alcohol Fuels from Excise Taxes on Motor Fuels,” prepared for 
Renewable Fuels Association by AUS Consultants, 29 March 1995. 

15 United States Department of Agriculture, Office of the Chief Economist, “Economic Analysis of 
Replacing MTBE with Ethanol in the United States,” 2000, states, ‘Under the FY 2000 President’s Budget 
baseline, farm crop prices are expected to strengthen from current levels, which results in increased ethanol 
use having little to no impact on the cost of farm price and income support programs during the projection 
period... ’ and since 1996 Farm Bill production flexibility contract payments are not tied to the level of 
market prices, these farm program costs do not fell as market prices of com and other grains increase, 
compared with the baseline.” 

16 See David L. Green and Paul N. Leiby, “The Social Costs of the U.S. Monopolization of the World Oil 
Market, 1927-1991, Report No. ORNL-6744, Oak Ridge National Laboratory, Oak Ridge, TN, 1993. See 
also Douglas R. Bohi and W. David Montgomery, “Social Cost of Imported Oil and U.S. Import Policy,” 
Annual Review of Energy, vol 7,37-60,1982; and Harry G. Broadman and William W. Hogan, “Is an Oil 
Tariff Justified? The Numbers Say Yes," Energy Journal, vol 9, no. 3, 7-30, July 1988. 


12 



219 


Two other factors must be taken into account in calculating the effect on oil 
imports. One is the energy content of the blending components being substituted for 
gasoline. Lower fuel economy per gallon must be made up for with greater total volume of 
gasoline purchases. This also increases oil imports. On the other hand, the reduction in 
total demand for gasoline due to higher gasoline prices will tend to reduce oil imports. All 
these factors are included in the calculation of the net change in oil imports, in a supply 
and demand equilibrium. 

The calculation of the social cost of increased oil imports includes the following 

steps: 

(i) quantify the amount of petroleum feedstock required to replace natural gas- 
based MTBE with ethanol; 

(ii) estimate the shifts in the demand curve for oil imports attributable to the 
loss of MTBE, the higher cost of refining, and the change in energy density 
of delivered fuel, and 

(iii) estimate the new equilibrium world oil price and level of U.S. imports. 

Based on these results from modeling the impacts of the MTBE ban on world oil 
markets and U.S. imports, two additional steps are required: 

(iv) calculate the wealth transfer from U.S. to oil exporting countries to be the 
new level of imports multiplied by the world oil price; and 

(i) calculate the additional loss in consumer and producer surplus due to the 
impact of higher world oil prices on domestic oil production and end use 
consumption. 

As a result of the above computations, the increase in the U.S. import bill adds 
between $228.7 million and $297.4 million annitaliy to the cost of replacing MTBE with 
ethanol. 

Natural Gas Markets 

Since an MTBE ban will tend to reduce natural gas demand, it is also important to 
take into account this possibly beneficial spillover effect of an MTBE ban. Accordingly, it 
is necessary to calculate the consumer and producer surplus gain in the remainder of the 
natural gas market when use of natural gas and natural gas liquids as MTBE feedstocks is 
eliminated. Although in BTU terms the reduction in natural gas demand is the same as the 
increase in petroleum demand in each case, the economic consequences are quite different. 

Lower demand for natural gas as an MTBE feedstock will lead to a lower price in 
North American natural gas market. We assume as a worst case that all the MTBE used in 
U.S. refineries is produced from North American natural gas feedstocks. If some MTBE 
or methanol as a feedstock were imported from other locations, the benefits we calculate in 
North American gas markets would be less. 

The benefit to natural gas markets is due to eliminating the 11% of gasoline 
consumption accounted for by MTBE. The expected net gain in producer and consumer 
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surplus, phis the expected saving on the gas import bill due to lower prices being paid for 
remaining imports, ranges from a minimum of $109.4 million to a maximum of $326.1 
million per year, with a expected value of $ 180.3 million per year. 

Other Fuel Cost Issues 

There are a number of qualitative issues, all of which point to the possibility of 
even greater gasoline price shocks in the event of an MTBE ban. The Supreme Court 
recently upheld a decision granting Unocal a patent covering most of the cost-effective 
formulas for blending reformulated gasoline. Since then, there are reports that two refiners, 
Tesoro and Citgo, will pay 1.2 to 3.4 cents per gallon royalties. Other refiners are planning 
on “blending around” the patents. 17 A ban on MTBE will make it more difficult to blend 
around Unocal’s patents. Without MTBE, maintaining octane and volatility is much more 
difficult without using the formulations patented by Unocal. 

Issues of capacity and cost will be exacerbated by the new federal standards for 
sulfur in gasoline that become effective in 2006. Meeting these standards will reduce the 
volume of gasoline that can be produced from existing refineries, effectively reducing their 
capacity. MTBE is a critical component that simplifies the task of reducing the sulfur 
content of gasoline. In the absence of MTBE limitations, more MTBE would likely have 
been added to gasoline to help replace octane and volume lost due to desulfurization. 

Still another issue relates to transportation capacity and the associated costs of 
switching to ethanol. According to the U.S. Energy Information Administration (EIA): 18 

“The prospect of increased use of ethanol also poses some logistical 
problems. Unlike gasoline blended with MTBE and other ethers, gasoline 
blended with ethanol cannot be shipped in multi-fuel pipelines in the United 
States. Moisture in pipelines and storage tanks causes ethanol to separate 
from gasoline.... 

Ethanol supply is another significant issue, because current ethanol 
production capacity would not be adequate to replace MTBE nationwide.” 


Concerns have also been expressed about the adequacy of California 
refining capacity to meet demand for gasoline in the event of an MTBE ban. 
Demand is expected to increase to over one million barrels per day by 2003, and 
capacity within the state will fall short by 6%-10%. A California Energy 
Commission analysis found that if MTBE is banned there may not be adequate 
refinery capacity or supplies of ethanol to meet gasoline demand, unless gasoline 
prices rise significantly to ration scarce supplies. 19 The CEC has concluded that the 
frequency and magnitude of price spikes in California could increase under an 


17 “Refiner Bottleneck Key to Rising Summer Gasoline Prices,” World Fuels Today , 5,17 May 2001. 
s Energy Information Administration, “Issues in Focus: Phasing Out MTBE in Gasoline,” Annual Energy 
Outlook 2000, Report DOE/EIA-0383 (2001), 22 December 2000. 

19 “Staff Report: Supply and Cost Alternatives to MTBE in Gasoline,” California Energy Commission, 
February 1999; See also, Soo Youn, “Ethanol: California needs it, but can it get it?” Reuters, 16 July 2001. 
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MTBE ban because of reduced flexibility in the system, a potential decline in 
import availability, and difficulty in obtaining replacement supplies quickly. These 
factors could make the pump price to consumers significantly greater than the 
projected production cost increases of an MTBE phase out. 20 

4.2 Impacts on Air Quality- 

Air quality impacts resulting front a ban on MTBE include only those changes in 
air quality that occur when moving from RFG containing MTBE to RFG containing 
ethanol. The basic benefits of RFG satisfying the predictive model for improved ozone air 
quality are not considered, because these air quality benefits are held to be the same 
whatever the oxygenate. 

However, different formulations of RFG have different impacts on emissions of so- 
called air toxics — even though all formulations satisfy the predictive model. There are 
both costs and benefits of banning MTBE. The removal of MTBE from gasoline will 
reduce emissions of formaldehyde, and reduce slightly emissions of benzene and 
butadiene. However, the use of ethanol will increase emissions of acetaldehyde. 

Moreover, the higher cost (and thus price) of ethanol RFG will discourage gasoline 
consumption by reducing driving, leading to lower emissions of all gasoline combustion 
byproducts. 

Note that we extend this analysis to include the entire country, since a change in 
crude oil prices will impact gasoline prices both inside and outside of California. We 
estimate the national benefits of reductions in air pollution due to reduced driving to be 
from S5.4 million to $10.8 million per year for ethanol. In terms of reductions in air toxics, 
health benefits from replacing MTBE with ethanol total $23.5 million annually. 

4.3 Water Quality Impacts 

In evaluating the costs and benefits of using MTBE as a feel oxygenate, careful 
evaluation of the water quality costs attributable to MTBE is critical. In performing this 
evaluation, those additional water quality costs that result from the presence of MTBE in 
gasoline are distinguished from those total costs associated with any gasoline spill. “Sunk 
costs” are distinguished from going-forward incremental costs. Future costs that result 
from past releases of gasoline containing MTBE will not be alleviated by a going-forward 
removal of MTBE. Such costs are irrelevant to the question of whether MTBE should 
continue to be used in the future. It is only the feture costs associated with future releases 
of gasoline that can be alleviated by a current ban on MTBE, so only these costs are 
properly weighed against the cost of MTBE alternatives such as ethanol. Finally, it is 
important to recognize that ethanol may also have adverse impacts on water quality. 

Background on MTBE Impacts on water quality 

MTBE may impact water sources via several pathways, including: 

(i.) deposition of airborne MTBE molecules from the emissions of vehicles 
burning gasoline that contains MTBE; 

20 Gordon Schremp, presentation at LLNL Workshop, Oakland. CA, 10-11 April 2001. 
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(ii.) direct spills of “pure” MTBE, as may occur when MTBE is being transported 
to a refinery for blending into gasoline; and, 

(iii.) releases of gasoline that contain MTBE. 

While pathways (i) and (ii) are of theoretical interest, the vast majority of MTBE 
that impacts water resources comes from releases of gasoline that contains MTBE. These 
gasoline releases may occur as a result of leaking underground storage tanks (LUST’s), 
leaking pipelines that contain gasoline, the release of unbumed gasoline from boat motors, 
and direct spills of gasoline (as may occur from overfilling a vehicle tank or from an auto 
accident). The overwhelming source of MTBE contamination of groundwater is traced to 
LUST’s. 21 

Most of the MTBE that impacts water resources is blended in gasoline. Gasoline in 
ground and surface water is a problem in and of itself. While gasoline has many 
components that are undesirable in water, the primary focus of concern is typically 
benzene, toluene, ethylene and the xylenes (the BTEX compounds). Benzene is a known 
human carcinogen; the EPA maximum pennissible level of benzene in drinking water is 
5 ppb, and the State of California’s maximum contaminant level for benzene in drinking 
water is 1 ppb. 22 

Gasoline containing MTBE may impose additional costs over and above those that 
would occur had the gasoline not contained MTBE. The incremental impact of MTBE on 
water resources is a function of several chemical properties of MTBE. These include: 

(i.) MTBE does not degrade as rapidly as the BTEX compounds. Therefore, 
MTBE may persist longer in the environment than BTEX and it may travel 
further in groundwater than does BTEX. 

(ii.) MTBE does not sorb (or bind) to soil (or other carbon substances) as well as 
BTEX. This characteristic may allow MTBE released into groundwater to 
travel further than BTEX, and may also make it more difficult to remove 
from groundwater/ 3 

(iii.) Because MTBE does not bind well to soil, it does not get “hung up” in the 
soil as BTEX can, and therefore may be easier to remove from the 
subsurface. 24 

(iv.) MTBE is more soluble in water than BTEX, which means that more MTBE 
than BTEX dissolves in a given quantity of water. This may lead to higher 
observed concentrations of MTBE than BTEX. This may also make MTBE 


21 See, for instance, Fogg et al., “Impacts of MTBE on California Groundwater,’’ Health and Environmental 
Assessment of MTBE, Chapter 4.1, University of California, November 1998. 

22 See, for instance, website of the San Francisco Public Utilities Commission, (http://www.ci.sf.ca.us/ 
puc/wqfs/benzene.htm). 

23 See for instance, “MTBE Fact Sheet #2,” United States Environmental Protection Agency, January 1998. 

24 See for instance, “MTBE Fact Sheet #2,” United States Environmental Protection Agency, January 1998; 
J. Thomson, “Prospects for Natural Attenuation of MTBE ,” Soil Sediment & Groundwater MTBE Special 
Issue, March 2000. 
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more difficult to remove from water when using technologies such as air 
stripping. 25 

(v.) MTBE has a low taste and odor threshold. 26 Because of these aesthetic 
concerns, even water with relatively low levels of MTBE may require 
remediation. 27 

Mobility and Biodegradability of MTBE 

The primary perceived threat to water resources posed by MTBE is related to the 
belief that MTBE does not degrade (or degrades much more slowly than the BTEX 
compounds) and that MTBE is much more mobile in groundwater than BTEX. Both of 
these characteristics are presumed to lead to larger and more lasting areas of groundwater 
contamination from MTBE-containing gasoline. 28 

Clear scientific results of these issues are not available, and the existing data vary 
widely on the rate at which MTBE will biodegrade in the environment and the extent to 
which MTBE increases the length of contaminant plumes from LUSTs. However, 
researchers are finding that at least under some conditions, MTBE does degrade in the 
environment; 29 MTBE does not always, or even usually, increase the length of LUST 


25 See, for instance, “MTBE Fact Sheet #2,” United States Environmental Protection Agency, January 1998; 
Killer et al. “Cost and Performance Evaluation of Treatment Technologies for MTBE-Contaminated 
Groundwater,” Health and Environmental Assessment of MTBE, Chapter 5.3, University of California, 
November 1998. 

26 California has adopted a secondary maximum contaminant level for MTBE in drinking water of 5 ppb, 
based on taste and odor considerations (http://www.epa.gov/swerustl/mtbe/dwmap.htm). The United States 
Environmental Protection Agency issued a Drinking Water Advisory in December 1997 that states that 
concentrations of MTBE in the range of 20 to 40 ppb of water or below will probably not cause unpleasant, 
taste and odor for most people, recognizing that human sensitivity to taste and odor varies widely 

http ://www.epa. gov/ swemstl/mtbe). The California health based threshold for MTBE is 13 ppb 
(http://www.epa.gov/swemst 1 /mtbe/ dwmap.htm). The United States Environmental Protection Agency has 
stated that there is little likelihood that MTBE concentrations between 20 ppb and 40 ppb in drinking water 
would cause negative health effects (hUp://www.epa.gov/swerustl/mtbe). Therefore, while the concern over 
benzene in ground water is based on health considerations, the concern over MTBE is largely based on 
aesthetic considerations. 

27 The California health based threshold for benzene is 1 ppb, lower than the aesthetics-based threshold for 
MTBE. However, in reformulated gasoline made with MTBE, approximately 10-15% of the gasoline by 
volume may be comprised of MTBE. For conventional gasoline, only about 1.6% of the gasoline by volume 
is comprised of benzene. 

28 See Renee van de Griend and Michael C. Kavanaugh, “Evaluation of the Effects of Methyl tert-Butyl 
Ether on Leaking Underground Fuel Tank Investigation and Remediation Programs,” 4 November 1996, 
reporting MTBE plumes are from 100% to 300% as long as BTEX plumes; and “Regional Board MTBE 
Study Report: Estimation of MTBE Plume Length Using Domenico Analytical Model,” Underground 
Storage Tank Section, California Regional Water Quality Control Board, Los Angeles Region, 15 December 
1999, reporting MTBE plumes twice as long as BTEX plumes. 

29 See, for instance, “Gas Wars: Microbes fight water and soil pollution,” ENN News, 15 August 2000; 
Renee van de Griend and Michael C. Kavanaugh. “Evaluation of ihe Effects of Methyl tert-Butyl Ether on 
Leaking Underground Fuel Tank Investigation and Remediation Programs,” 4 November 1996 indicating 
increasing reports — as of 1996 — of biodegradation of MTBE; Dave Rarmden, “MTBE Bioremediation 
Studies: Are We Learning Anything?” Soil Sediment & Groundwater MTBE Special Issue , March 2000; J. 
Thomson, “Prospects for Natural Attenuation of MTBE” Soil Sediment & Groundwater MTBE Special Issue , 
March 2000. 


17 



224 


plumes; 30 and if MTBE does increase LUST plume lengths, this effect is not always 
significant. 31 

Because of the considerable uncertainty regarding the impact, mobility, and 
biodegradability of MTBE, and the import of these issues on the associated incremental 
impact of MTBE on groundwater, we allow the incremental effect of MTBE on 
groundwater to vary over a wide range of values in our cost-benefit model. Even under the 
“worst-case” scenario (where the incremental water quality costs of MTBE are assumed to 
be high), the incremental water quality costs of MTBE are much less than the increase in 
costs to manufacture RFG with ethanol. 

Background on Ethanol Impacts on Water Quality 

While MTBE’s potential impact on water quality, and the cost associated with that 
impact, have been widely discussed, it is also becoming more accepted that ethanol 
adversely impacts water quality, too. However, despite the widespread use of ethanol as a 
fuel oxygenate in other parts of the United States, there has been comparatively little 
analysis of the impact of ethanol on groundwater, and on the costs of responding to 
ethanol-containing gasoline releases to groundwater. 

Ethanol itself appears to pose little concern in water. The concentrations of ethanol 
that would result from a spill of RFG made with ethanol are likely to be lower than any 
level of concern. ' 2 However, there is a growing body of evidence that suggests that the 
presence of ethanol inhibits the degradation of benzene in groundwater. As a result, when 
gasoline that contains ethanol is released into groundwater, the resulting benzene plumes 
can be longer and more persistent than plumes resulting from releases of conventional 
gasoline. Research suggests that the presence of ethanol in gasoline will delay the 
degradation of benzene and will lengthen benzene plumes by between 25% 33 and lOOTo. 34 
This research also appears to suggest that the concentrations of benzene will be greater as 
well. 


30 H. James Reisinger, II, J. Barry Reid, and Philip J. Bartholomae, “MTBE and Benzene Plume Behavior; 

A Comparative Perspective,” Soil Sediment & Ground-water MTBE Special Issue, March 2000. These data 
may understate the effect of MTBE on plume length. Some of the plumes in the data may have resulted from 
a LUST where the leak began years before MTBE was added to gasoline. In this case, the fact that MTBE is 
not further ahead of the BTEX components of the gasoline may be because the BTEX components had a 
head start. 

35 H. James Reisinger, II, J. Barry Reid, and Philip J. Bartholomae, “MTBE and Benzene Plume Behavior: A 
Comparative Perspective,” Soil Sediment <£ Groundwater MTBE Special Issue, March 2000. 

32 Malcolm Pimie, Inc., “Evaluation of the Fate and Transport of Ethanol in the Environment,” November 
1998. The taste threshold for ethanol is reported to be near 50 ppm. No health-based threshold appears to 
exist for ethanol in drinking water, but commentators seem to agree that health effects are unlikely at any 
ethanol concentration likely to result from a LUST. 

33 Glenn Ulrich, “The Fate and Transport of Ethanol-blended Gasoline in the Environment,” Governors' 
Ethanol Coalition, Lincoln, NE, October 1999; Walter McNab, S.E. Heermann and Brendan Dooher, 

“Health and Environmental Assessment of the Use of Ethanol as a Fuel Oxygenate," vol 4; Potential Ground 
and Surface Water Impacts, Ch. 4; Screening Model Evaluation of the Effects of Ethanol on Benzene Plume 
Length, 1999; Malcolm Pimie, Inc., “Evaluation of the Fate and Transport of Ethanol in the Environment,” 
November 1998. 

34 M. Schirmer, F. W. Molson and J.F. Barker, ‘The Potential Impact of Alcohol as a Gasoline Oxygenate on 
BTEX Degradation at Spill Sites,” Proceedings of the Petroleum Hydrocarbons and Organic Chemicals in 
Ground Water, Houston, TX, 17-19 November 1999. 
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The effect on remediation costs of a greater plume length resulting from the 
presence of ethanol may be the same (at least qualitatively) as when a longer plume results 
from MTBE. Unfortunately, at this time little conclusive research has been completed on 
the relative magnitude of the effects of MTBE and ethanol on plume lengths, or of the 
effect of those factors on site remediation costs. Whatever the effect on plume length, 
MTBE may increase water remediation costs (per gallon treated), an effect not anticipated 
for ethanol. Therefore, it is appropriate to structure the model so that the impact of MTBE 
on remediation costs is greater than that of ethanol. We allow the degree to which the 
MTBE impact exceeds the ethanol impact to vary, but generally structure the model such 
that the impact of ethanol on water quality is likely to be small relative to the impact of 
MTBE on water quality. 

The Impact of MTBE and Ethanol on Water Quality 

The estimated water quality impacts of MTBE and ethanol are comprised of several 
cost components: 

(i.) The cost to investigate and remediate LUST sites; 

(ii.) The cost to treat or replace drinking water sources; 

(iii.) The cost to investigate and remediate leaking pipelines; and 

(iv.) The cost to monitor and treat surface water contaminated with MTBE. 

The impacts from each of these components are estimated separately. Of these 
components, the most significant is the cost to investigate and remediate LUST sites. 

4.4 LUST Sites 


The calculation of the incremental impact of MTBE and ethanol on the cost to 
investigate and remediate LUST sites begins with an estimate, for the relevant time period, 
of the number of underground storage tanks containing gasoline. This population of tanks 
is then partitioned between upgraded and non-upgraded tanks. This distinction is 
important, since upgraded tanks are expected to fail (i.e., leak) with less frequency than 
non-upgraded tanks. 35 The proportion of upgrade tanks has been increasing through time. 31 ’ 

Based on the frequency of tank failure, and the number of upgraded and non- 
upgraded tanks, the number of new LUST sites in each year can be calculated. Some, but 
not all, of these LUSTs will impact groundwater. The probability that a LUST impacts 
groundwater is independent of whether the gasoline contains MTBE or ethanol. 37 All 


35 Kevin Couch and Thomas Young, “Leaking Underground Storage Tanks (USTs) as Point Sources of 
MTBE to Groundwater and Related MTBE-UST Compatibility Issues,” Department of Civil and 
Environmental Engineering, University of California, Davis. 

36 Moreover, the Environmental Protection Agency UST upgrade program — that required the upgrade or 
closure of most gasoline containing USTs by 1998 — resulted in the closure of approximately half the USTs 
in California. Therefore, not only is a greater percentage of the tank population becoming less prone to leak, 
but the total number of tanks that may leak is declining through time as well. 

37 The analysis ignores the sites that do not impact groundwater. While these sites do have to be cleaned up, 
the cost of cleanup is not sensitive to whether the gasoline contains MTBE or ethanol. See, for instance, 
Arturo A. Keller, Linda Fernandez, Samuel Hitz, Heather Kun. Alan Peterson, Britton Smith and Masaru 
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LUST sites that impact groundwater must be investigated. Investigation is a one-time cost, 
and this cost occurs in the year the tank leak is detected. 

Investigation costs for LUST sites where the tank contained gasoline with MTBE 
are assumed to be greater than for conventional fuel because plumes from tanks that 
contain MTBE may be longer. Longer plumes may generally take more effort to fully 
define and characterize. The degree to which investigation costs are increased is uncertain, 
and so we use a range in the model. 

Ethanol appears to increase the length of benzene plumes. Therefore, if MTBE 
increases site investigation costs because MTBE plumes tend to be longer, then the same 
should be true for ethanol. The impact of both ethanol and MTBE on investigation costs is 
modeled consistently. 

All LUST sites that impact groundwater require some form of remediation. While 
costs will be driven by unique, site-specific factors, it is useful to distinguish between two 
types of sites: those addressed by natural attenuation and those that are actively 
remediated. Sites addressed by natural attenuation require only source removal and 
monitoring. Sites addressed by active remediation have some active form of removal of the 
gasoline components from the groundwater, typically air stripping or carbon filtration 
treatment. The costs for addressing a site by active remediation are significantly higher 
than the cost of natural attenuation. If the presence of MTBE or ethanol increases the 
probability that a site will have to be actively remediated, response costs will increase 
(even if there is no increase in the actual cost of actively treating the site). 

There is little empirical evidence to suggest that plumes from gasoline that contains 
MTBE or ethanol result in a higher probability that a LUST site requires remediation. A 
survey of the Regional Water Quality Control Boards in California indicates that MTBE is 
not a clear factor in determining whether the site will be actively remediated. 38 No 
RWQCB appears to have either a formal policy or written guidance on which LUST sites 
to actively remediate. Approximately half the Boards surveyed thought that the presence of 
MTBE would increase the likelihood that the site would have to be actively remediated, 
while half the Boards thought the presence of MTBE would have no effect. Given the 
uncertainty of the impact of MTBE and ethanol on the remediation approach at a site, we 
assign a range to that variable. 

Costs at sites addressed by natural attenuation are independent of whether the site 
contains MTBE or ethanol. However, response costs at sites that are actively remediated 
may be higher if the gasoline contains MTBE or ethanol. Response costs may increase 
because the plume is longer, an effect that would result from the presence of either MTBE 
or ethanol. However, response costs may also increase because the methods used to 


Yoshioka, “All integral cost-benefit analysis of gasoline formulations meeting California Phase 2 
Reformulated Gasoline requirements,” Bren School of Environmental Science and Management, UCSB, 
Santa Barbara, CA, 1998. 

38 We surveyed the nine California Regional Water Quality Control Boards (RWQCBs) in March 2001. We 
were unable to reach representatives at one region (Region 6), and representatives from one region (Region 
9) declined to participate in the survey. Of the remaining seven regions, three regions reported that the 
presence of MTBE may increase the likelihood that the site would need to be actively remediated. The 
remaining four regions reported that the presence of MTBE itself was not a decisive factor in remediation 
decisions. 
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remove benzene from water are not as effective at removing MTBE, although recent 
research suggests that removing MTBE fom groundwater may not be as difficult as first 
thought. 39 

The estimated annual benefit of replacing MTBE with ethanol, in terms of reduced 
water quality costs associated with gasoline released front LUSTs, ranges from nearly zero 
to $242.6 million, with an expected value of $37.3 million. The range of incremental costs 
of MTBE is relatively wide, due to the uncertainty of the impact of MTBE on 
groundwater. However, even under the worst-case scenario the costs of switching to 
ethanol still exceed the water quality costs of MTBE. 

4.5. Wells 

LUST plumes may result in costs other than those to address and remediate the site. 
If gasoline constituents from the LUST reach a drinking water well, treatment (or 
replacement) of the well may be required. Both MTBE and ethanol may increase the 
likelihood that a LUST plume will reach a drinking water well — since both chemicals 
may result in longer plumes. 

In estimating the number of wells that may register a detectable level of MTBE, the 
population of wells is decomposed across public and private wells. Public wells are fewer 
in number, and tend to be drilled deeper. Therefore, they are less likely to show detectable 
levels of gasoline constituents from a LUST plume. However, a public well typically 
pumps more water than a private well, so public wells are more costly to treat or replace. If 
a well registers levels of benzene above the regulatory action threshold (1 ppb in 
California), treatment will be required — regardless of whether MTBE is present. 

However, the presence of MTBE may increase the cost of treatment of these wells since 
MTBE may be more difficult to remove from groundwater than is benzene. Similarly, the 
presence of ethanol may retard the degradation of benzene and lead to higher benzene 
concentrations and larger benzene plumes — thus leading to higher treatment costs. 

Because plumes from gasoline containing MTBE or ethanol may be longer than 
plumes of conventional gasoline, a particular plume that contains MTBE or ethanol may 
reach a drinking water well which would not be reached by a plume of conventional 
gasoline. In this case, the entire cost of treating the well can be attributed to MTBE or 
ethanol. We understand that most wells that have detectable levels of MTBE also have 
detectable levels of benzene. 40 For the “MTBE-only” wells, the total cost of treatment is 
attributed to MTBE. For the remainder of wells (those that have detectable levels of both 
MTBE and benzene) treatment costs may increase because of the presence of MTBE. 

The estimated annual benefit of replacing MTBE with ethanol, in terms of reduced 
water quality costs associated with impacted drinking water wells, ranges from $1.2 
million to $87.6 million, with an expected value of $ 19.2 million. 

33 See, for instance, Keller, Bierwagen, et al., “Advances in Treatment to Remove MTBE,” Proceedings of 
the 3 I st Mid-Atlantic Industrial and Hazardous Waste Conference, University of Connecticut, Storrs, CT, 20- 
23 June 1999; Environmental Protection Agency, Office of Underground Storage Tanks, “MTBE Fact Sheet 
#2,” January 1998, stating that at many sites, MTBE will not have any incremental impact on remediation 
costs, and at 75% of sites the impact will be less than 50%. 

40 See, for instance, “MTBE Treatment Case Studies” developed by United States Environmental Protection 
Agency, Office of Solid Waste and Emergency Response, (www.ttclients.com/mtbe/summary_table.htm). 
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4.6 Other 


Pipelines that contain gasoline may leak. For the reasons discussed above, the 
presence of MTBE or ethanol may increase the cost to address these gasoline releases. 

The Office of the State Fire Marshall reported that the average number of gasoline 
releases in California resulting from pipeline leaks ranges from 5 to 10 releases per year. 41 
If MTBE is present, response costs may be increased more than they would be with 
ethanol. 

The estimated annual benefit of replacing MTBE with ethanol, in terms of reduced 
water quality costs associated with pipeline leaks of gasoline, ranges from nearly zero to 
$ 1.2 million, with an expected value of $0.3 million. 

Gasoline is found in surface water due primarily to the release of un-combusted 
gasoline from boat motors. If the gasoline contains MTBE, there may be a heightened 
concern about these releases. Certain surface reservoirs in California are reportedly 
monitoring for MTBE. We are unaware of any surface water being treated for MTBE. 

Due to the heightened concern over MTBE, we assume that all surface water 
reservoirs in California that allow boating and which are also used as drinking water 
sources, are periodically monitored for MTBE. 42 The total cost of this monitoring is 
attributed to MTBE. We do not attribute any incremental cost to MTBE for the treatment 
of surface water, since, to date, there does not appear to be any such treatment occurring. 
We also do not attribute any incremental cost to ethanol for surface water monitoring or 
treatment. 

The estimated annual benefit of replacing MTBE with ethanol, in terms of reduced 
water quality costs associated with gasoline contamination of surface water, ranges from 
$1.0 million to $3.7 million, with an expected value of $2.2 million. 

5. Conclusion 

There are few, if any, public policies that do not experience unintended 
consequences. The federal reformulated gasoline program, created by the Clean Air Act 
Amendments of 1990, is no exception to this general rule. While the clean air benefits of 
this program have been largely realized, there has almost certainly been some adverse 
impact to water resources from the increased use of gasoline oxygenates mandated by this 
program. While the properties of the chemical MTBE, including the potential for impacts 


' !l “A Review and Evaluation of the University of California's Report, ‘Health and Environmental 
Assessment of MTBE,”’ SRI Consulting and SRI International, report found at http://www.ofa.net/SRIC- 
MTBE-report~FINAL.htm. 

* a This assumption Is contained in the 1998 University of California analysis of MTBE. See Arturo A. 
Keller, Linda Fernandez, Samuel Hitz, Heather Kun, Alan Peterson, Britton Smith and Masara Yoshioka, 
“An integral cost-benefit analysis of gasoline formulations meeting California Phase 2 Reformulated 
Gasoline requirements,” Bren School of Environmental Science and Management, UCSB, Santa Barbara, 
CA, 1998. It is not dear, in fact, that all reservoirs in California that both supply drinking water and allow 
boating are routinely monitored for MTBE. To the degree that some reservoirs are not so monitored, the 
resulting cost of MTBE would be less, and the benefit of MTBE over ethanol greater. 
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to groundwater, were well known in 1990, the ultimate scale of its use in gasoline exposed 
the fundamental problem of leaking underground storage tanks. 

Unfortunately, sound governmental intervention to support the upgrading or 
closure of underground storage tanks did not coincide or sufficiently overlap with the 
widespread introduction of MTBE. As a result, we are now faced with justified public 
concern regarding MTBE contamination of drinking water sources in many parts of the 
country. At the same time, the success of the Clean Air Act Amendments and other state 
and federal air quality initiatives have tended to make air quality concerns less salient and 
visible to the public. 

Even though the pendulum has now swung toward an emphasis on water quality 
concerns, sound public policy demands careful analysis of proposals to restrict or ban the 
use of MTBE. Similar to implementation of the CAAA, such a ban will clearly have large 
economic consequences — some positive and some negative. In order to assess whether 
such a policy would have net social benefits requires a comprehensive and internally 
consistent cost-benefit analysis. 

Our analysis indicates that the continued use of MTBE in California gasoline has 
clear and significant economic benefits relative to either the use of ethanol or the use of 
non-oxygenated reformulated gasoline. The increased annual aggregate cost (composed of 
all fuel, air quality and water quality costs) resulting from a ban of MTBE in California 
when ethanol replaces MTBE range from S0.92 billion to $1.32 billion with an expected 
value of $1.24 billion. The results favoring the MTBE option are robust; even under the 
worst case for MTBE and the best case for ethanol, it still follows that banning MTBE will 
lead to an increase in the total cost associated with gasoline use in the state of California. 
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Table 1: Monte Carlo (50,000 repetitions) Results for Cost of Ethanol 

Scenario Relative to Cost of MTBE Scenario 


Fuel Impacts 

Lower Bound 

Expected Value 

Upper Bound 

Effects of MTBE ban on Natural Gas Demand 

($326,086,745) 

($179,363,894) 

($109,436,841) 

Ethanol Tax Credit 

$449,163,427 

$450,224,532 

$451,264,006 

Change in Oil Import Bill and Consumer 
Surplus 

$1,025,110,636 

$1,058,523,674 

$1,095,315,645 

Total Difference in Fuel Costs 

$1,220,109,155 

$1,329,384,313 

$1,365,369,330 

Air Quality 

Air Toxics 

($23,462,241) 

($23,462,241) 

($23,462,241) 

Reduced Fuel Consumption 

($10,818,645) 

($8,125,987) 

($5,414,276) 

Total Difference in Air Quality Costs 

($34,280,886) 

($31,588,228) 

($28,876,517) 

Water Quality 

Surface Water 

($3,694,461) 

($2,187,870) 

($1,022,713) 

Ground Water 




LUST 

($242,577,157) 

($37,305,579) 

($6,136) 

Pipeline 

($1,153,674) 

($323,079) 

($39) 

Wells 

($87,635,987) 

($19,223,637) 

($1,158,311) 

Total Difference in Water Quality Costs 

($296,671,387) 

($59,040,166) 

($5,208,642) 

Total Incremental Cost 

$920,229,597 

$1,238,755,919 

$1,323,907,136 
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Table 2: Federally Reformulated Gasoline Areas in California 

Los Angeles 

— South Coast Air Basin, South East Desert, Ventura 
— Los Angeles County 
— Ventura County 
— Orange County 
— San Bernardino County (partial) 

— Riverside County (partial) 

San Diego 

—San Diego County 
Sacramento* (newly required area) 

— El Dorado County (partial) 

— Placer County (partial) 

— Sacramento County 
— Solano County (partial) 

— Sutter County (partial) 

— Yolo County 


* Reclassification of Sacramento from Serious to Severe was effective June 1,1995. 
RFG was required as of June 1, 1996. 
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Table 3: Gasoline Composition and Energy Content 


Composition (%) 

Reference 

Ethanol 

C4’s 

0.5 

0.5 

C5’s and Isomerate 

4.5 

6.7 

Naptha 

1.5 

2.6 

Alkylate 

14.7 

23.1 

Hydrocrackate 

17.4 

12.7 

FCC Gasoline 

28.5 

24.2 

Reformate 

21.8 

23.9 

Oxygenate 

11.5 

5.7 

MTBE 

10.8 


Ethanol 


5.7 

TAME 

0.2 


Energy Density (MMBTU/bbl) 

5.2 

5.1 

Fuel Economy 


-0.4% 
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Table 4 : Fuel Properties used to Determine Emissions in 

PREDICTIVE MODEL 


Property 

Unit 

Reference 

Ethanol 

RVP 

psi, max. 

6.90 

6.60 

T50 

deg, F. 

213.00 

2.80 

T90 

deg, F. 

305.00 

305.00 

AROM 

vol. %, max. 

25.00 

24.60 

OLEF 

vol. %, max. 

6.00 

4.40 

Total Oxygen 

wt. % 

2.20 

2.00 

Oxygen as MTBE 

wt. % 

2.20 

0.00 

Oxygen as ETOH 

wt. % 

0.00 

2.00 

Sulfur 

ppmw. 

20.00 

20.30 

Benzene 

vol. %, max. 

0.80 

0.53 
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Mr. Ose. Our fourth panelist on this panel is A. Blakeman Early, 
an environmental consultant with the American Lung Association. 
Welcome. You are recognized for 5 minutes. 

Mr. Early. Thank you. I am here because the American Lung 
Association strongly supports the use of clean fuels to reduce air 
pollution; and we are very concerned that the current situation is 
untenable, the status quo is untenable, and it is impacting public 
support for clean fuels programs. And, of course, it is contributing 
to the whole concern about the price of gasoline. 

The American Lung Association participated in a Blue Ribbon 
Panel on Oxygenates in Gasoline and endorsed their recommenda¬ 
tions. And those recommendations, we think, are really a blueprint 
for the kinds of changes that should be made to RFG and conven¬ 
tional gasoline. Those recommendations start with your getting rid 
ofMTBE. 

You can debate the value of MTBE in fuel. It is clearly a valu¬ 
able product, but the public wants MTBE out of fuel. They don’t 
want to hear any more debate about it; they want it out. That is 
why 14 States have already banned it, including the State of Con¬ 
necticut and the State of California, and five more Northeast 
States are likely to follow suit. 

We beliver the existence of MTBE in reformulated gasoline con¬ 
tributes to the proliferation of boutique fuels. According to an EPA 
study, people want a fuel without MTBE, so they make up their 
own fuel formula. 

If you take MTBE out of gasoline, you are going to have a signifi¬ 
cant cost hit. To get back to, Mr. Chairman, your opening state¬ 
ment, a fair comparison has to be banning MTBE, which 14 to 19 
States have already done, and what that cost is versus S. 517. If 
you look at figure 17 and 18 in the EIA analysis, half to three- 
quarters of the costs that they are discussing are from banning 
MTBE, not from the renewable fuel standard and the other re¬ 
quirements of S. 517. So that is where the cost is, and it is not 
going to be insignificant. 

A very key element that has to be adopted in legislation has to 
be the elimination of the oxygen requirement, because if you don’t 
eliminate the oxygen requirement, you are back to the status quo 
of banning MTBE. And in the States that use reformulated gaso¬ 
line, they are going to have to use massive amounts of ethanol. 

Under that scenario, if we don’t get rid of the oxygen require¬ 
ment, California needs 800 million gallons of ethanol every year. 
The Northeast needs over 700 million gallons. 

Now, under the compromise in S. 517, which the American Lung 
Association supports with one exception, we get rid of the oxygen 
requirement, we ban MTBE, and we have a renewable fuel stand¬ 
ard which enables refiners to use ethanol where it is produced and 
where it is already used. Rather than forcing massive amounts of 
ethanol to the East Coast and the West Coast. We think this is a 
practical approach to dealing with a very difficult political problem, 
which is maintaining ethanol use, but doing it in a way that has 
the least adverse impact both on price and the environment. 

If you adopt the changes in S. 517, even if every gallon allocated 
under the renewable fuel standard for ethanol was used in Califor¬ 
nia and in the Northeast, the amount of ethanol used in those two 
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areas would be one-third the level that would be required under 
the status quo where you ban MTBE and you maintain the oxygen 
requirement—one-third the usage. 

But, of course, under S. 517, there is a credit trading and bank¬ 
ing program which would enable refiners who supply both the 
Northeast and California to use another substitute instead of etha¬ 
nol. Our belief is significant amounts of alkylate and iso-octane 
would be substituted for ethanol, and refiners could meet their RFS 
requirements by buying credits. That will moderate the price cost 
impact of the RFS. 

To sum up, Mr. Chairman, the Congress has been deadlocked 
over legislation to eliminate MTBE and improve Federal require¬ 
ments for RFG and conventional gasoline for years. With the excep¬ 
tion of the liability safe harbor in S. 517, we think this legislation 
represents a compromise that addresses a wide variety of concerns; 
and the American Lung Association hopes that Congress will grasp 
this unique opportunity to move ahead and make constructive 
changes that we need in the law. 

I also wanted to introduce for the record an endorsement of the 
changes in S. 517 by the association of Northeast States air offi¬ 
cials. Thank you, Mr. Chairman. 

Mr. Ose. Hearing no objection, we will enter that into the record. 
Thank you, Mr. Early, for your testimony. 

[The prepared statement of Mr. Early follows:] 
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Connecticut Bureau of Air Management, Carmine DiBatfista 
Maine Bureau of Air Quality Control, James Brooks 
Massachusetts Division of Air Quality Control, Nancy Seidman 
New Hampshire Air Resources Division. Kenneth Colburn 
New Jersey Office of Air Quality Management, John Etston 
New York Division of Air Resources, Robert Warland 
Rhode Island Office of Air Resources, Stephen Majkut 
Vermont Air Pollution Control Division, Dick Valentinetti 


April 18, 2002 


U.S. Senate Committee, EPW 
456 Senate Dirksen Office Building 
Washington, DC 20510 

Mr. Chris Miller 
U.S. Senate Committee, EPW 
410 Senate Dirksen Office Building 
Washington, DC 20510 

Dear Mr. Hessler and Mr. Miller: 

A number of recent editorials have criticized the bi-partisan agreement before the 
U.S. Senate to remove MTBE from gasoline, strengthen current fuel air quality 
performance requirements and expand the current ethanol sales requirements. As you are 
aware, the Northeast States for Coordinated Air Use Management (NESCAUM) has 
worked for over three years to negotiate an agreement that protects air quality, water 
quality and northeast consumers. Through letter dated March 5,2002, NESCAUM 
expressed its support for the compromise in S. 517 that your offices were instrumental in 
crafting. We recognize that some Northeast legislators would prefer to eliminate the 
Renewable Fuels Standard (RFS) from the compromise package. While we appreciate 
their concerns, we also recognize that is politically unrealistic to expect the Congress to 
lift the existing oxygenate mandate absent the RFS. We fear that efforts to eliminate the 
RFS will result in further legislative stalemate and perpetuate the status quo of MTBE 
contamination. We are writing to reiterate our support for the compromise and to urge 
your offices to maintain your leadership on behalf of the environment and consumers in 
our region. 

By definition, this negotiated compromise fails to folly satisfy the interests of all 
concerned. Like Democracy, its only attribute is that it is better than all the alternatives. 
This agreement, painstakingly negotiated for over three years, offers the only viable 
option to remove MTBE from our fuel supply while maintaining current gasoline clean 
air performance standards and providing consumers relief from the rigid ethanol mandate 
in current law. 


/NESCAUM 


Northeast States for 
Coordinated Air Use 
Management 


for 4* 

se XL 

itfr 


Mr rhrle 


129 Portland Street 
Boston, Massachusetts 02114 
Phone (617) 367-8540 
Fax (617) 742-9162 
www.neseaum.org 
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The compromise has been crafted and embraced by Northeast environmental 
regulators, ethanol producers, farm states, the American Lung Association and the 
American Petroleum Institute — an unusual coalition of interests to say the least. By 
failing to appreciate and explain the harmful impacts of the status quo and by relying on 
“independent” critiques of the agreement paid for by the MTBE industry, critics of the 
agreement have substantially misrepresented the choice facing the Senate later this week. 

Ironically, most of the valid concerns raised against increased ethanol use should 
be directed at the status-quo mandate that the Senate agreement seeks to alter. Absent this 
legislative compromise, our nation’s fuel supply is trapped between the “rock” of 
continued MTBE contamination of groundwater resources and the “hard place” of the ill- 
designed ethanol mandate in current law that w'ill take effect as MTBE is eliminated from 
the fuel supply. Left unchecked, our nation will waste billions of dollars using ethanol in 
uneconomic ways. Worse still, the current law will force the use of ethanol in a manner 
that could actually exacerbate summertime smog problems. 

Under current law, the reformulated gasoline that comprises one third of our 
nation’s present fuel mix must contain a minimum oxygen content. Only two compounds 
can presently be produced in viable commercial quantities to satisfy this mandate - - 
MTBE and Ethanol. Hence, if a state that is required to use clean reformulated gasoline 
opts to ban MTBE, as a dozen states including California, New York and Connecticut 
have chosen to do, federal law mandates the use of ethanol in these regions regardless of 
cost . One would be hard pressed to design a more problematic strategy for using ethanol 
than to mandate that it be used in polluted coastal cities, far from production facilities 
during the summer months when ethanol’s evaporative tendencies are most pronounced. 
Members of New York’s Congressional Delegation have previously asserted — through 
press releases — that the costs to New York consumers under the status quo could be over 
50 cents per gallon. 

In contrast, the national Renewable Fuel Standard (RFS) embodied in the Senate 
agreement promotes the climate change benefits of ethanol, especially ethanol produced 
from biomass like wood waste, and provides a host of additional clean air and consumer 
protections absent in current law. Under the proposed RFS, oil refiners and gasoline 
marketers get to decide where and when to market ethanol, which allows important 
considerations like transportation costs to be factored into their marketing plans.. The 
RFS also contains a market-based implementation approach enabling gasoline suppliers 
to bank and trade credits to ensure lowest cost compliance. Together these factors 
considerably reduce the costs of using ethanol. 

The Energy Information Administration (EIA) recently assessed the cost of the 
proposed RFS to be between one-half-cent and one-cent per gallon. EIA characterizes 
these numbers as conservative because they do not include the cost optimization that will 
result from the market-based approach contained in the compromise. EIA’s figures 
square with the one-third cent per gallon additional costs predicted by the oil industry. 

The only figures wildly outside this range are the predictions offered by the so-described 
“independent consultant Hart Downstream Energy Services.” Some will be interested to 
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learn that Hart works under contract for the MTBE industry - - the one industry that truly 
stands to lose if this agreement becomes law. 

While mistrust of Archer Daniels Midland (ADM) is sometimes well deserved, 
this bias has apparently caused a number of editorial pages to stumble over critical facts. 
Far from the nefarious implication that ADM somehow snuck this provision into the 
energy debate, this agreement has been arduously negotiated for over three years. The 
effort to lift the current rigid ethanol mandate and replace it with a more flexible 
Renewable Fuels Standard has been the focus of numerous legislative hearings, was 
endorsed by organizations representing 32 states, and was a central feature of S. 2962, 
introduced by Sen. Bob Smith (R-NH) and passed by the Senate Environment and Public 
Works Committee last year. Interestingly, this bill languished on the Senate floor due to 
opposition from major ethanol producers and oil companies. This paper has published 
several thoughtful articles describing the political stalemate and noting the harms 
awaiting consumers and air quality under the current law, which mandates the use of 
ethanol in areas that ban MTBE. Ironically, for many states that have or may ban MTBE, 
the Status Quo of federal statute would force the sale of about three times as much 
ethanol as the Senate compromise - without the cost benefit of the market mechanisms or 
the public health protections that the latter guarantees. 

Contrary to suggestion, convincing farm state Senators and major ethanol 
producers to replace the current oxygen mandate with the RFS has not been easy. In fact, 
much of the last three years have been marked by Senators Daschle and Lugar fighting 
with ADM and other interests that had — until recently — opposed any change to the 
existing mandate whatsoever. All parties to this compromise would relish the 
opportunity to “improve” upon the agreement if granted unilateral power for a day. 
However, like the democratic process that delivered the agreement, the compromise now 
before the Senate is highly imperfect except when one considers all the alternatives. 
Absent this compromise, the concerns about unchecked market power of ADM, 
challenges moving ethanol to coastal markets, gasoline shortages, resulting price spikes 
and continued groundwater contamination from MTBE - in short, the Status Quo - will 
sadly persist. 

The legislative posturing that has prevented Congress from addressing the MTBE 
problem for over three years must end. We urge your offices to continue your leadership 
in advancing the compromise in S. 517. 


Sincerely, 

t%n$. 

Kenneth A. Colburn 
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Testimony of A. Blakeman Early, before the Subcommittee on Energy Policy, 
Natural Resources and Regulatory Affairs, Committee on Government Reform 
April 23,2€02 

Mr. Chairman, my name is A. Blakeman Early. I am pleased to appear today on behalf 
of the American Lung Association to discuss the use of MTBE in Reformulated Gasoline (REG) 
and conventional gasoline. The American Lung Association has long been a supporter of the use 
of RFC as an important tool that many areas can and should use to reduce unhealthy levels of 
ozone and toxic air pollutants. 

Clean Fuels Help Reduce Smog 

As has been demonstrated in California, “clean” gasoline can be an effective tool in 
reducing car and truck emissions that contribute to smog. Based on separate cost effectiveness 
analyses conducted by both the U.S. EPA and the State of California, when compared to all 
available control options, reformulated gasoline (RFG) is a cost-effective approach to reducing 
the pollutants that contribute to smog. 1 Compared to conventional gasoline, RFG has also been 
show to reduce toxic air emissions from vehicles by approximately 30 percent. 2 

The American Lung Association Supports the Phase Out of MTBE in All Gasoline 

As a member of the Blue Ribbon Panel on Oxygenates in Gasoline, the American Lung 
Association learned of the significant threat that MTBE poses to the nation’s water supplies. We 
also came to understand that the continued use of MTBE in RFG would contribute to the 
undermining of public support for the RFG program. Based on these two factors, we have 

1 U. S. Environmental Protection Agency, Regulatory Impact Analysis, 59 FR 7716, Docket No. A-92-12, 
1993 

2 Report of the Blue Ribbon Panel on Oxygenates in Gasoline, September 1999, pp. 28-29 
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supported the Blue Ribbon Panel recommendation that MTBE be phased out of all gasoline, not 
just RFG. We believe there is a broad consensus in support of the MTBE phase out. But the 
Blue Ribbon Panel also recognized the usefulness of MTBE as a constituent in RFG in meeting 
the air pollution reduction goals of the fuel, especially toxic air pollutants. The Blue Ribbon 
Panel recommended that any phase out of MTBE in RFG be accompanied by “anti-backsliding” 
provisions to the Clean Air Act that ensure refiners achieve the same reduction in air toxics as 
they remove MTBE and substitute other additives. 

Clearly, any discussion of federal fuel changes must start with the elimination of MTBE. 
As the testimony from EIA has already reviewed, 14 states have already banned MTBE and 5 
more Northeast states are poised to do so. In addition, EPA found in its boutique fuels study that 
the antipathy toward MTBE has lead many states to adopt “boutique fuels” in lieu of federal RFG 
in order to avoid high amounts of MTBE dictated by the mandatory oxygen requirement. 3 In 
short, removing MTBE from our nation’s fuel supply is both a political and environmental 
imperative that must accompany any other fuel changes that Congress adopts. 

As you may know, the Senate energy bill, S. 517, contains provisions to phase out MTBE 
in gasoline along with “anti-backsliding” and other provisions that would implement 
recommendations of the Blue Ribbon Panel. We believe this legislation represents a unique 
opportunity to legislate constructive changes to RFG and conventional gasoline. The legislation 
enjoys the support of a wide variety of disparate interests. The fuel changes in S.517 should not 
have unacceptable impacts on the price of gasoline especially compared to maintaining the status 

As the EIA analysis previously presented shows, removing MTBE from the nation’s fuel 
supply significantly reduces the volume and thus has the potential to adversely impact the price of 
gasoline. S. 517 provides the refining industry with a four year lead time. The API has testified 

3 Study of Boutique Fuels & Issues Relating to Transition from Winter to Summer Gasoline, Office of 
Transportation and Air Quality, U.S. Environmental Protection Agency, October 24, 2001, p. 10. 
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numerous times that this should be a sufficient time for them to develop substitutes. S. 517 also 
eliminates the mandatory oxygenate requirement in the Clean Air Act that applies to federal RFG. 
This enables refiners to use substitutes for MTBE that provide less or no oxygen to the fuel. 
Eliminating the oxygen requirement in RFG is absolutely critical to a rational phase out of 
MTBE use. We believe that in many instances current producers of MTBE will, with low capital 
investment, convert these operations to produce iso-octane or alkylates. These gasoline additives 
are relatively clean sources of octane. S. 517 contains provisions that authorize Department of 
Energy to provide federal grants to merchant MTBE producers in order to maximize the supply of 
iso-octane and alkylates in the first years of the MTBE phase out. 

Ethanol Use in Gasoline and RFG Will Grow 

Much discussion has been generated about mandating the use of ethanol in 
conventional gasoline as a substitute for the demand the ethanol industry expects from 
the RFG program maintaining a mandatory oxygen requirement while phasing out 
MTBE. S. 517 contains a renewable fuels standard requirement, referred to as a RFS, 
which increases the amount of renewable fuels refiners must sell each year. Much of the 
fuel that will be supplied to meet this mandate will be ethanol. 

The American Lung Association believes there will be a large role for ethanol in 
gasoline with or without any mandate for one simple reason: octane. Assuming that 
MTBE is eliminated from gasoline, which the American Lung Association supports, 
refiners face a dramatic shortage in clean octane even if every MTBE plant in the 
nation is converted to produce iso-octane or alkylates, the most logical substitutes for 
MTBE. This is because MTBE plants converted to produce iso-octane or alkylates lose 
about 30% volume and produce a product that contains 15 percent less octane per gallon. 
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A rough calculation indicates that demand for ethanol needed to supply octane in 
gasoline should increase to 3.8 billion gallons per year by 2006. (See Tab 1) This 
calculation is consistent with the analysis presented by the EIA As the E1A analysis 
demonstrates, the demand for ethanol to supply octane will far outstrip the demand 
generated by the Renewable Fuel Standard (RFS) in the early years of the transition away 
from MTBE, until approximately 2008. 

Without the S. 517 Changes, Massive Amounts of Ethanol Must be Used in 
California and the Northeast 

As the EIA analysis demonstrates, in a world where 14 to 19 states individually 
ban MTBE but oxygen requirement is maintained in federal RFG, large amounts of 
ethanol will be needed. The difference between this scenario and implementing S. 517 is 
that the ethanol demand is inflexibly centered on California and the Northeast where 
ethanol is not currently produced or used in any significant volumes. According to 
analyses circulated by the American Petroleum institute, if MTBE bans in California and 
the Northeast take effect with no changes to federal RFG requirements (EIA’s 19 state 
scenario), California would need 843 million gallons of ethanol and the Northeast would 
need 713 million gaIlons.(See Tab 2 and 3) We believe the cost and price spike impact of 
maintaining the status quo will be much more significant than under S. 517. This is 
because ethanol must be transported and stored separately from the base gasoline it is 
mixed with until it reaches consumer distribution. Under S.517, the RFS credit and 
banking provisions allow some refiners to use ethanol in the most economically efficient 
manner and sell credits to those who cannot. We believe much more ethanol will be sold 
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where it is already made and used. We expect that octane for RFG used in the Northeast 
and California will be met substantially by the use of iso-octane and alkylates. Refiners 
supplying these regions would then be obligated to purchase RFS credits from refiners 
using ethanol in mid-West markets where it has been traditionally sold. Such an 
approach is far more practical than the “forced” ethanol use under the status quo scenario. 
Even if California and the Northeast were to use every gallon of their RFS allocation in 
fuel sold in state, it would only need 252 and 261 million gallons of ethanol, respectively, 
a volume one third the level required under the status quo. (See Tab 2 and 3) 

We Must Adopt the Blue Ribbon Panel’s Recommendations 

The Blue Ribbon Panel adopted a variety of recommendations that address 
numerous areas. Among them include, augmenting EPA’s authority to test and regulate 
gasoline constituents, expanding EPA’s authority to address MTBE groundwater 
contamination, and using EPA’s existing authority to track the impact changes in 
gasoline will have on air quality and the environment in future years. S. 517 contains 
provisions that address the recommendations I have just described. 

ALA Opposes A Liability “Safe Harbor” for Renewable Fuels 

S. 517 does contain one provision that the American Lung Association cannot 
support. Section 819(e) provides that no renewable fuel can be deemed to be defective in 
design or manufacture “by virtue of the fact that it is, or contains such a renewable fuel.” 
Many people consider MTBE and gasoline containing it to be a defective product. I 
understand that last week a court in a product liability lawsuit brought over 
contamination in Lake Tahoe so ruled. I think we can all agree that we do not want to 
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make another MTBE-type mistake in the future as we continue to improve gasoline. The 
liability shield in this provision reduces the incentive renewable fuel producers and 
purveyors have to be vigilant and provide a safe product. Therefore, the provision 
increases the likelihood of another MTBE situation developing rather than decreasing it. 
Indeed, we fear that the provision could be interpreted to shield ETBE from defective 
product liability. ETBE is a cousin to MTBE containing ethanol instead of methanol. 
According to Uhe Blue Ribbon Panel it exhibits many of the same water contamination 
characteristics. 4 Clearly this product, and others in the same family of “ethers” as MTBE 
should not receive any sort of liability shield. More importantly, neither should other 
renewable fuels that may be used in the future, some of which have not even been 
invented. 

Congress Must Adopt Needed Fuel Changes As Soon As Possible 

The Congress has been deadlocked over legislation to eliminate MTBE and 
improve federal requirements for RFG and conventional gasoline for years. With the 
exception of the liability safe harbor, the provisions in S. 517 represent a compromise 
that addresses widely varying concerns in a reasonable fashion. The American Lung 
Association hopes Congress will grasp this opportunity. 


4 Report of the Blue Ribbon Panel on Oxygenates, September 1999, p. 86,88. 
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TAB 1 


BILLION-GALLONS/YEAR 



US EX-CAL 

CALIFORNIA 

TOTAL US % OF TOTAL US 

CURRENT GASOLINE VOLUME 

100 

20 

120 

CURRENT MTBE VOLUME 

2.26 

1.54 

3.8 

CURRENT ETHANOL 

1,5 

o 

1.25% 


MTBE OCTANE ' 110 

ETHANOL OCTANE 115 

ISO-OCTANE OCTANE 100 


TOTAL MTBE VOLUME LOST 

2.26 

1.54 

3.80 

3.2% 

TOTAL ISO-OCTANE VOLUME-70% OF MTBE VOL 

*58 

*os 

2.66 

Z2% 


IF ALL MTBE UNITS ARE CONVERTED 


VOLUME BALANCE OCTANE BALANCE 

MTBE VOLUME LOST 3.80 MTBE OCTANE LOST 41100 

ISO OCTANE _ 2.66 ISO OCTANE GAIN _ '266.00 

VOLUME LEFT FOR ETHANOL T14 ETHANOL VOLUME TO TJ 

BALANCE OCTANE 


BILLIONS GALLONS PER YEAR REQUIRED TO BALANCE MTBE OCTANE LOSS 
IF ALL MTBE UNITS ARE CONVERTED TO ISO-OCTANE 
EXISTING ETHANOL REQUIREMENTS_ 


TOTAL ETHANOL REQUIRED TO MAINTAIN GASOLINE POOL OCTANE 


1.3 

1.10% 

1:5 

1.25% 

28 

235% 


ADDITIONAL ETHANOL REQUIREMENTS TO GET TO 30 PPM SULFUR 
INCREASED MTBE USAGE FROM MATHPRQ 40 PPM STUDY" 

USING OCTGAIN125 1.06 

EQUIVALENt. ETHANOL VOLUME ON OCTANE BASIS 1.0t 0.84% 


TOTAL ETHANOL REQUIRED TO MEET OCTANE REQUIREMENTS BY 2006 3.8 3,20% 

WrTH ALL MTBE UNITS CONVERTED TO ISO-OCTANE 


TAB 2 
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California Will Not Experience Market and Supply Volatility Under the Renewable Fuels 
Standard of S. 517 

• There is no need to delay implementation of the renewable fuels program of S, 517 or 
adjust the required level of renewable fuels use.l 

• Current annual ethanol use in California is approximately 100 million gallons 
(CEC/Stiihvaterj. 

• A recent study for the California Energy Commission concluded that, in the absence of 
federal legislation, a state ban on MTBE (effective 12/31/02) coupled with the existing 
federal reformulated gasoline (RFG) oxygen content requirement, California ethanol use 
would increase to 843 million gallons in 2004. 

• Under S. 517, the amount of ethanol likely to be used in California is far less than would 
be used without the bill. With an MTBE ban, repeal of the federal RFG oxygen content 
requirement and a national renewable fuels standard (RFS), refiners and importers would 
need to use or purchase credits for 252 million gallons of ethanol in 2004, which would 
be California’s pro rata share under the RFS2. 

• The Renewable Fuels Association reports that there will be at least 2.7 billion gallons of 
ethanol capacity available nationwide by 2004. In contrast, the RFS only requires the use 
of 2.3 billion gallons. Taking into account the use of ethanol in all States under the RFS, 
including California’s projected use of 252 million gallons, there would still be 400 
million excess gallons of ethanol available in 2004. 

• These facts indicate that there would be sufficient supplies of ethanol for CA under 
the RFS and that there is no need to delay its implementation beyond the 2004 start 
date or reduce the volume of renewable fuels required. In fact, CA refiners are 
likely to voluntarily use more ethanol than required under the RFS. 

• Despite all these indications that there will be sufficient supplies of ethanol to meet CA’s 
needs, S. 517 includes additional safeguards: 

o Prior to 2004, DOE is to conduct a study to determine if the RFS is likely to 
result in significant adverse consumer impacts in 2004. If this is determined to 
be the case, then EPA shall reduce the volume of the renewable fuels mandate for 
2004. 

o Also, upon petition of a State or by EPA’s own determination, and in 

consultation with DOE and USDA, EPA may waive the RFS, in whole or in part, 
if it determines the RFS would severely harm the economy or environment of a 
State, a region, or the United States or there is an inadequate domestic supply or 
distribution capacity to meet the requirement. 


1 The recent GAO and California Energy Commission/Stillwater reports predicted price volatility and 
supply shortfalls in California (CA), but these reports do not reflect the provisions in S. 517 which would 
repeal the federal reformulated gasoline oxygen content requirement. 

2 This figure is derived by multiplying the projected 2004 CA gasoline consumption, from the 
CEC/Stillwater report, of 1026 thousand barrels per day, or 15.7 billion gallons per year, by the RFS 
standard expressed as a fraction of projected U.S. gasoline demand, or .016 (1,6%). 
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TAB 3 

Fuels Agreement vs. Status Quo 
Where’s the Better Beal for the Northeast? 


The fuel provisions in S. 517 will allow for a uniform phase-down of MTBE, remove the 
oxygen content requirement for RFG and put in place a nationwide renewable fuels standard 
(RFS) that will phase-in gradually over a number of years. These provisions provide for a 
more orderly and cost-effective solution to the MTBE issue than state-by-state action. 
Because individual states are banning or are considering banning the use of MTBE, the 
existing federal oxygenate requirement for RFG will increase the cost of complying with 
these bans and lead to an inefficient pattern of fuel-type by state. The provisions in S. 517, 
which phase-down MTBE use and eliminate the federal RFG oxygenate requirement, provide 
a more balanced and efficient result. DOE/EIA and other data indicate that under S. 517 there 
will be sufficient supplies of ethanol available for all States, including NY. Calls for 
implementation delays beyond 2004, or a reduction in required renewable fuels volumes, are 
not supported by the data. 

• With a January 2004 MTBE ban on the books in NY and a continuation of the federal 
RFG oxygen requirement (status quo), 184 million gallons of ethanol will be required in 
that year according to DOE/EIA datal. 

* Under S. 517 in 2004, the amount of ethanol likely to be used in New York would be far 
less than what would be required under the status quo. Refiners and importers would be 
required to use or purchase credits for 92 million gallons of ethanol in 2004, which is 
NY’s pro rata share under the RFS2. Actual use may be less due to the banking and 
trading provisions in the bill. 

• The Renewable Fuels Association projects that at least 2.7 billion gallons of ethanol 
capacity will be available nationwide by 2004. In contrast, the RFS requires 2.3 billion 
gallons by 2004. This implies that there would be 400 million gallons of excess capacity 
available in 2004 (taking into account ethanol use in all States under the RFS, including 
New York’s projected use of 92 million gallons). 

* Despite all indications of sufficient ethanol supplies to meet NY’s needs, S. 517 includes 
additional safeguards: 

o Prior to 2004, DOE is to conduct a study to determine if the RFS is likely to 
result in significant adverse consumer impacts in 2004. If this is determined to 
be the case, then EPA shall reduce the volume of the renewable fuels mandate for 
2004. 

o Also, upon petition of a State or by EPA’s own determination, and in 

consultation with DOE and USDA, EPA may waive the RFS, in whole or in part, 
if it determines the RFS would severely harm the economy or environment of a 
State, a region, or the United States or if there is an inadequate domestic supply 
or distribution capacity to meet the requirement. 


1 This assumes all reformulated gasoline supplied in New York State would contain 5.7 volume % ethanol 
and is based on EIA Petroleum Marketing Annual 2000 sales volumes. 

2 This figure is derived by multiplying the projected 2004 NY gasoline consumption, based on EIA 
Petroleum Marketing Annual 2000 sales volumes, by the RFS standard expressed as a fraction of projected 
U.S. gasoline demand, or .016 (1.6%). 
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* Should other Northeast States follow the lead of NY and CT in banning MTBE, their 
required ethanol use would be substantially larger if S. 517 is not enacted. 


Projected 2004 Ethanol Use in the Northeast (million gallons) 


Ethanol volume under 



Ethanol volume 

Federal RFG oxygen content 


under RFS 

requirement and MTBE banl 

Connecticut 

24 

84 

Maine 

12 

0 

Massachusetts 

43 

153 

New Hampshire 

10 

25 

New Jersey 

68 

241 

New York 

92 

184 

Rhode Island 

8 

28 

Vermont 

5 

0 

Totals 

261 

713 

Source: Based on data from EIA’s Petroleum Marketing 

Annual 2000. 


1 To date, Connecticut and New York have MTBE ban legislation on the books, the former to take effect 
on October 1,2003, the latter on January 1,2004. The 3 rd cohunn of the table assumes that all other 
Northeast States, in addition to CT and NY, ban MTBE. 
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Mr. Ose. Mr. Economides, in your testimony, you state that you 
think that the EIA analysis understates the cost to consumers; and 
that is referring to the cost of having ethanol as the oxygenate in 
the fuel. 

In your opinion, how much more will consumers pay at the pump 
if Senator Daschle’s proposal on fuel provisions is passed and 
signed by the President? 

Mr. Economides. At the pump, sir, is clearly a matter of gaso¬ 
line supply and impact, shrinkage or shortfall. The numbers from 
EIA and from our organization have dealt almost exclusively in the 
differences to produce gasoline. And we are higher than EIA; we 
think that a number of factors involved in the assumptions that 
EIA has made tend to produce an estimate on the low side. 

Mr. Ose. EIA was at $6.37 billion. You were at $8.4? 

Mr. Economides. We were at $8.4. And that was again in the 
difference in cost to produce gasoline. 

Your inquiry regarding at the pump, you need to factor in things 
such as the potential shrinkage in gasoline supply of having a 
switch from MTBE to ethanol, which could be as much as 5 or 10 
percent of gasoline at that point, depending on the area that we are 
talking about. 

That will dwarf anything that we are talking about from a pro¬ 
duction cost difference for refiners. 

Mr. Ose. Let me make sure I understand what you said. 

What you just said is, the cost would be about $6.37 to $8.4 bil¬ 
lion, based on these estimates to manufacture the fuel; and that 
the cost in the marketplace to the consumer will dwarf that? 

Mr. Economides. Yeah. I think what you are going to see in the 
marketplace- 

Mr. Ose. So it will be higher? 

Mr. Economides. Will be a function of the overall further shrink¬ 
ing and tightening of gasoline supply, which will create the kinds 
of spikes and volatility that we heard Mr. Montgomery talking 
about, which is the type of periods where refineries have tradition¬ 
ally been profitable. 

The issue here is not so much production costs. Production cost 
is significant directionally and it does amount to that large num¬ 
ber. I don’t want to underestimate the significance of that number. 

But I am afraid in terms of retail, in terms of what the consumer 
might see, we might be looking at something substantially higher 
than that if we shrink gasoline supply even further. 

Mr. Ose. Are you suggesting that people who might otherwise 
produce or refine the product may incur $6.37 to $8.4 billion in 
added costs and reap multiples of that in added revenue? 

Mr. Economides. The market will bear the cost to equilibrate de¬ 
mand with supply. The more we shrink supply, the higher the like¬ 
lihood that prices will go up, more than offsetting whatever the in¬ 
cremental cost to produce the fuel is. 

I called it “dwarfing” a second ago. I still think that is the case. 

Mr. Ose. Is that like a 3 to 1 ratio, 2 to 1? 

Mr. Economides. Well, if we argue about items- 

Mr. Ose. I am trying to get a sense. 

Mr. Economides. Ten cent gasoline, cost to produce, increase, or 
less 2, 3, 4, 5 for conventional. We can turn to California during 
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periods of supply shortages. We turned to the Midwest during the 
year 2000 summer shortage, and you can easily see 35 and 50-cent 
price increases out there where, you know, your factor becomes ob¬ 
vious at that point. 

Mr. Ose. Just the logic that you put forward indicates that the 
people who would otherwise produce the formulated gasoline would 
make a pretty good rate of return on that $6.37 to $8.4 billion in 
added cost. 

Mr. Economides. For that period of time. For every one of those 
periods of times, you need to factor the other ones where they’re 
barely keeping their noses above water. 

Mr. Ose. I understand. All right. You have already answered my 
next question, and that is whether there is a price difference be¬ 
tween RFG and conventional gasoline, and you said in California 
it is 10 cents add-on versus 5 cents add-on. Will some people in this 
country, because they live in areas where reformulated gasoline is 
required pay more at the pump than others might pay? I think 
your answer would be yes. 

Mr. Economides. The answer to that is yes. Most of the studies 
we’ve done have identified a broad brush cost for reformulated gas¬ 
oline and they make a distinction between those two categories, 
conventional versus reformulated. Within the category of reformu¬ 
lated gasoline, that could very well be a difference in the cost to 
produce, and in the retail price of that product, depending on what 
market we’re talking about. Clearly California has historically been 
above the rest of the Nation. Its reformulated gasoline requires ad¬ 
ditional emissions reductions above and beyond those provided for 
in the Federal- 

Mr. Ose. OK. So we have got all these different provisions in this 
bill that Senator Daschle has put forward. What is the total price 
tag? 

Mr. Economides. We have taken a shot at this point to try to 
identify the cost of getting MTBE out of the fuel, the cost of getting 
that much ethanol into the fuel, and partially offsetting that by the 
benefit of having the oxygen standard be relaxed as a constraint 
on the system. We have tried to do this at constant environmental 
performance, because we believe that none of this discussion of tak¬ 
ing MTBE out, bringing ethanol in, was ever to be done under the 
assumption that air quality would deteriorate in any part of the 
country. 

Having done that, the number that you have in front of you rep¬ 
resents our mid-case scenario. 

Mr. Ose. The $8.4 billion? 

Mr. Economides. That’s correct. However, we at this point do 
not have factors in there including potential ethanol pricing im¬ 
pacts in the market that is as concentrated as it is and, as we 
heard earlier, you know, you are really moving into an environ¬ 
ment where you have a subsidized ethanol tax subsidy mandated 
and liability-protected environment. The combination of the three 
does not speak very well as to what the potential price impact 
could be, and I hate to take a shot at the high side. I’ve in fact pur¬ 
posely avoided doing that so far. 

Mr. Ose. My time has expired. The gentleman from Massachu¬ 
setts. 
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Mr. Tierney. Thank you. Mr. Economides, I am not sure about 
your organization. You represent individual clients? 

Mr. Economides. Our organization has affiliations with different 
stakeholders in the air quality emissions arena. 

Mr. Tierney. Are any of them in the MTBE industry? 

Mr. Economides. Yes. We have clients in the MTBE industry. 
We have automaker clients. We have refining industry clients. We 
have regulatory agency body- 

Mr. Tierney. Anybody from the ethanol industry? 

Mr. Economides. Yes. 

Mr. Tierney. So you cover both of those? 

Mr. Economides. Yes. 

Mr. Tierney. Thank you. Mr. Rausser, I was trying to under¬ 
stand your study and, looking at that, and I would assume that in 
the context of your work, you made some assumption regarding the 
leaks on the upgraded gasoline tanks. Did you assume that they 
would been constant or that they would diminish? 

Mr. Rausser. No. The upgrading was increasing in the State of 
California, and I took that into account, and there’s a different 
leakage rate with regard to the nonupgraded tanks versus the up¬ 
graded tanks. But having said that, there’s still a leakage rate with 
regard to the upgraded tanks as well. 

Mr. Tierney. And I guess it is quite considerable, by recent ac¬ 
counts. Am I right? 

Mr. Rausser. No, not in the State of California. The detection 
rates have fallen rather dramatically over the course of the last few 
years. 

Mr. Tierney. You used something about 0.07 percent or what¬ 
ever as the leakage rate in your analysis. 

Mr. Rausser. Yes, for the upgraded tanks. 

Mr. Tierney. Why do I see then that in California the results of 
their State study found that two-thirds of the upgraded tanks in 
pipes that were tested in certain counties were leaking MTBE, and 
in other counties at least a third were leaking? In Silicon Valley 
at least 40 percent of the tested tanks were releasing MTBE, and 
that is considerably higher than in fact what you used. 

Mr. Rausser. No, I don’t believe it is because my rate is an an¬ 
nual rate, and the rate that you’re referring to is the accumulation 
of a number of different prior years. 

Mr. Tierney. Well, actually it cannot be too many prior years to 
judge from. Right? These are relatively new tanks. 

Mr. Rausser. Well, but no. The upgrading of underground stor¬ 
age tanks has been going on in the State of California since 1990. 

Mr. Tierney. And so you say that 40 percent of the new tanks 
really are somehow interpreted by you as a much smaller percent¬ 
age? 

Mr. Rausser. No. What I’m saying is that my rate is an annual 
rate. If I take that annual rate and accumulate it over a period of 
time, I’m going to get numbers that are close to those that you’ve 
just quoted. 

Mr. Tierney. You have lost me, but it seems to me if they are 
leaking, they are leaking, and it is going to continue to leak into 
the future because these new tanks are not stopping it. 
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Mr. Rausser. The new tanks are decreasing the leakage rate, 
but, yes, they are continuing to exhibit leaking rates, and that esti¬ 
mate that I gave you, or that I’ve used in my particular model, is 
an estimate that’s based on a survey that was done at the Univer¬ 
sity of California-Davis on the annual incidence of leaking, not the 
accumulation of what’s been discovered already. 

Mr. Tierney. So you based it on an older study? 

Mr. Rausser. Pardon? 

Mr. Tierney. The study you based it on is somewhat older? 

Mr. Rausser. Yes, it’s 1997, to be precise. 

Mr. Tierney. And this same report indicates that the cost of 
MTBE contamination in the soil and water nationwide is going to 
be at least $29 billion to clean it up. 

Mr. Rausser. What’s the source of this study? 

Mr. Tierney. This is the study from the State of California. 

Mr. Rausser. Yes, but it’s for the entire United States. 

Mr. Tierney. It is for the entire United States. 

Mr. Rausser. I’ve seen reference to those numbers, and I don’t 
believe that we’ve got the underlying analysis that they’ve con¬ 
ducted to see whether or not it can be duplicated, No. 1. But more 
importantly, that is an estimate that refers to the prior cost of 
cleanup for what’s already taken place. As I indicated, my analysis 
focuses on the cost going forward- 

Mr. Tierney. $29 billion to clean up and the new 
contaminationsites continue to be discovered. 

Mr. Rausser. That’s right. 

Mr. Tierney. That is not going to end. So if you are at $29 bil¬ 
lion now, you are going to have additional moneys to clean up as 
the new sites are discovered. 

Mr. Rausser. Right. 

Mr. Tierney. So you compare that to your slightly $1.2, what¬ 
ever it was, billion a year cost, that is a lot of money going out. 

Mr. Rausser. Right. But much of what you just described is the 
historical occurrence that’s already taken place, that is cost that’s 
going to have to be incurred by those who are liable for the remedi¬ 
ation. If we’re looking going forward and we’re comparing the dif¬ 
ferent options that are available for reformulated gasoline, again 
under the current regulations, the scenario on those costs are much 
lower than they have been historically, because of the detection 
methodologies that are out there, because of learning that natural 
attenuation can work in some cases- 

Mr. Tierney. I am sorry, but you are still assuming that some 
0.07 percent is what is going to leak. Right? 

Mr. Rausser. Each year the probability is 0.07 that a particular 
underground storage tank will leak, that’s correct. 

Mr. Tierney. But the recent studies indicate that it is much 
higher than that. 

Mr. Rausser. No, I don’t believe they do. I don’t think that’s- 

Mr. Tierney. All right. So these people are smoking something? 

Mr. Rausser. No, all I’m saying is that if you look at the data 
that has been collected by exponent, it’s done a lot of analysis with 
regard to each of the regional water quality districts in the State 
of California, and they’ve gone out and estimated the differential 
leaking rate between upgraded versus nonupgraded tanks. And 
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they have confirmed the Couch, et al, study that was done that you 
referred to a moment ago in 1997. 

In fact, the detection rates are lower than what that particular 
study would suggest as of today. 

Mr. Tierney. I think we disagree, but I am not going to keep 
going back and forth with you. I mean, I think their indication, the 
way I am reading it, is that they are still getting significant leak¬ 
age, and they anticipate continued leakage on well into the future, 
and that is a cost that is not going to go away and is not going 
to diminish. 

Mr. Early. Mr. Tierney, what I’d also- 

Mr. Ose. Thank you. Mr. Early, go ahead. 

Mr. Early. What I’d like to observe, Mr. Tierney, is we learned 
in participating in the Blue Ribbon Panel that the public wants 
zero percent leakage of MTBE in the groundwater. The 0.07 is a 
low number, but it’s not low enough in terms of what the American 
public demands. 

And the other thing I would observe is that California has one 
of the best tank programs in the country. You’re not going to 
achieve this kind of low leakage level in other States. 

Mr. Tierney. Thank you. Do you want to go back to questioning? 

Mr. Ose. I thank the gentleman. Mr. Economides, if I may, I 
want to return to your testimony, which says, “Ethanol, if used to 
replace MTBE in summer,”—I love these acronyms—I’m going to 
say it in English. “Ethanol, if used to”—except for MTBE. 

“Ethanol, if used to replace MTBE in summer reformulated gaso¬ 
line at the minimum level of oxygen currently required in reformu¬ 
lated gasoline, will actually shrink the current gasoline pool by ap¬ 
proximately 11 percent.” Can you explain how that math works 
out? 

Mr. Economides. Well, very simply, if you start with a base gas¬ 
oline that doesn’t contain oxygen—and we call that 100 percent— 
and we add 11 percent to MTBE, which is basically what is re¬ 
quired to satisfy the 2 percent minimum oxygen requirement in 
RFG, we wind up with a volume of about 111 percent. 

Now, if we take out that 11 percent MTBE and we instead insert 
5.7 or 6 percent ethanol, which is roughly the amount that you 
would need to get the same oxygen content of 2 percent, we need 
to remove roughly the same amount of like components, pentanes 
and lighter, from the gasoline in order to accommodate the 
ethanol’s volatility characteristics. So you wind up in a 98 point 
something or 99 point something environment versus your 100 per¬ 
cent starting point as opposed to the 111 percent volume expansion 
that you have with the addition of MTBE. 

Now, the counter argument to that, of course, from an ethanol 
proponent standpoint is why don’t you put the maximum amount 
of ethanol that one can put in the fuel? And if you do that, then 
you’re talking about adding 10 percent ethanol in. You still need 
to remove that 5, 6 percent of volatile gasoline components to allow 
that. So you get a modest expansion at that point, 102, 103, 103'A 
volume percent. But still that pales by comparison to the 111 that 
you are currently operating under. 

Mr. Ose. So you are doing a comparative volume analysis 
between- 
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Mr. Economides. Right, right, trying to figure out how much the 
gasoline pool will shrink. 

Mr. Ose. OK. Now, does that mean that the United States is 
going to have to find more fuel? 

Mr. Economides. We certainly think that imports are looming 
larger in our future. They represent 5 percent of our supply now. 
We think roughly a much larger percentage for the local areas like 
the Northeast. 

Mr. Ose. Talking about refined products? 

Mr. Economides. Yeah. Refined gasoline imports in the North¬ 
east likely to increase, particularly if the ethanol credit trading 
provision, which will be required to keep the economics of ethanol 
in some kind of a reasonable ballpark, keep the ethanol in, what 
we have called PDDs 2 and 4. If that happens, then to make up 
the volume shortages, we’ll have to be talking about imports hit¬ 
ting New York harbor in much larger quantities than they have in 
the past. 

Mr. Ose. All right. These imported refined products, are they re¬ 
fined from crude produced in the United States? 

Mr. Economides. Doubtful. 

Mr. Ose. So they do not drill here, pump it, ship it overseas, re¬ 
fine it and ship it back? 

Mr. Economides. Doubtful. We’re talking about- 

Mr. Ose. Foreign sources of oil. 

Mr. Economides. Foreign sources of crude being refined most 
likely in foreign refineries and being brought in tankers. 

Mr. Ose. Can I accurately characterize your statement then to 
be that an ethanol mandate will make the United States more de¬ 
pendent on foreign oil? 

Mr. Economides. I certainly disagree with a blanket statement 
that has been made that one of the reasons why we need an etha¬ 
nol mandate is to reduce our reliance on foreign oil. I see no sanity 
in that statement. 

Mr. Ose. You punctured that logic. 

Mr. Economides. Well, yeah. Whether or not it will significantly 
increase our reliance on foreign oil, I think that remains to be seen 
at what level ethanol will be added or what level refiners will get 
over their hesitance in expanding their capacity. As I said earlier, 
we’ve had a period, Mr. Montgomery pointed out, of underperform¬ 
ing assets and very, very depressed market conditions, and they 
have been hesitant. We will see a period of increased prices dem¬ 
onstrated consistently before those purse strings are loosened and 
massive investment takes place. 

Mr. Ose. All right. Mr. Montgomery, in your testimony, you state 
that policies that increase oil imports impose harm on the U.S. 
economy. Direct quote. Do you agree or disagree that Senator 
Daschle’s fuel provisions will increase our reliance on foreign oil? 

Mr. Montgomery. Yes. We’ve performed essentially the same 
type of analysis that Mr. Economides described, and I certainly 
agree with him that the shrinkage—removing MTBE from gasoline, 
whether it’s replaced with enough ethanol to satisfy the require¬ 
ments for reformulated gasoline or not is going to substantially 
shrink the gasoline pool. It will, as he stated, require use of addi¬ 
tional crude oil to produce the product, the blending products that 
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are needed to get the volume back up that is lost in MTBE. What 
that will do is increase oil imports, and the harm that will produce 
for the U.S. economy will put upward pressure on world oil prices, 
and it will also put upward pressure on prices by tightening the 
market and resulting in prices essentially going up, probably more 
than costs. 

Mr. Ose. Will it dwarf the cost? 

Mr. Montgomery. Well, actually, there are two pieces to it. Let 
me try to separate them out. 

Mr. Ose. Mr. Montgomery, my time is expired. We are going to 
come back to that question. 

Mr. Tierney. 

Mr. Tierney. Thank you. I guess this is the wrong panel to talk 
about just not using as much gasoline, which might not be a bad 
way of approaching some of this. But since this is not the right 
group to talk about that, Mr. Early, enlighten me, if you will. The 
oxygenate requirement, 2 percent, is that absolutely necessary? 

Mr. Early. No. 

Mr. Tierney. Why not? 

Mr. Early. Well, the refiners have demonstrated that they can 
make reformulated gasoline that reduces air pollution without any 
oxygen and certainly without a 2 percent oxygen requirement. 

Mr. Tierney. Why don’t they do it? 

Mr. Early. Because under the Clean Air Act they’re required to 
put 2 percent oxygen in the fuel, and that requirement is at the 
heart of the problem that we have right now. We need to get rid 
of that requirement- 

Mr. Tierney. So if we eliminated that, your belief is that the re¬ 
fineries could produce a clean enough oil to meet the requirements 
that we are trying to meet with the oxygenate? 

Mr. Early. Well, you would also have to ask them to make sure 
that they produce as clean a fuel. The Blue Ribbon Panel included 
a so-called antibacksliding recommendation that made sure that 
when refiners take MTBE out of reformulated gasoline, they didn’t 
put something bad back in. In fact we are getting a reduction in 
air toxics from existing reformulated gasoline that substantially ex¬ 
ceeds the requirements of the Clean Air Act. One of the things that 
Senator Daschle’s legislation does is lock in those gains. Those 
added air toxics reductions are locked in so that refiners under the 
Senate bill have to meet the same level of air toxics reduction as 
they do right now, while phasing out MTBE, and that’s a very im¬ 
portant element of the Senate bill. 

Mr. Tierney. If we could do that, then why do we bother with 
ethanol at all? 

Mr. Early. We bother with ethanol in terms of a renewable fuels 
standard, mostly because there is a bipartisan block of senators, 
ranging from Senator Wellstone on the left to Senator Grassley on 
the right, who will not agree to getting rid of the oxygen require¬ 
ment unless you replace that requirement with a renewable fuels 
standard. 

Mr. Tierney. You are being very polite, extremely polite. But the 
fact is substantially is there any scientific need to do this? Are we 
doing politics, which I will save you from saying- 

Mr. Early. No. I’m happy to say we are talking politics here. 
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Mr. Tierney. Because there is no legitimate reason to have etha¬ 
nol in there as a clean- 

Mr. Early. I mean, the bottom line is we can buy ethanol easy, 
or we can buy ethanol hard. Under the status quo, we’re going to 
buy ethanol hard. We’re going to take the ethanol which is made 
in the Midwest and we’re going to ship it to California, and we’re 
going to ship it to the Northeast where it isn’t made, at consider¬ 
able cost and put it in RFG, in order to meet the 2 percent oxygen 
requirement in existing law. 

Mr. Tierney. But if we- 

Mr. Early. The alternative scenario is to get rid of the 2 percent 
oxygen requirement and have a national ethanol requirement 
where refiners can use ethanol where it makes sense to use ethanol 
and they don’t have to ship it to California and they don’t have to 
ship it to the Northeast unless they find that it’s economically ad¬ 
vantageous to do so. 

Mr. Tierney. Well, if we do not have any real need on the 
science for ethanol as an additive, where would it make sense to 
use it other than politically? 

Mr. Early. Octane. My testimony contains a tab in the appendix, 
one which shows that when you take MTBE out, refiners have a 
major loss of octane, and they don’t have a whole lot of alter¬ 
natives. One of the things they can do is convert MTBE manufac¬ 
turing facilities to produce two substitutes, one of which is called 
alkylate, and the other is called isooctane. And we believe a lot of 
refiners and merchant MTBE manufacturers will do that. Senator 
Daschle’s bill actually has a grant program to encourage them to 
do that. But even if you do that, you lose volume. The net result 
of the substitute is there’s less of it than there is of MTBE. 

Mr. Tierney. You are back- 

Mr. Early. And ethanol is basically the only other clean octane 
substitute. So under any scenario when you’re taking MTBE out, 
ethanol is going to be playing a very important role, and that role 
all revolves around octane. 

Now, I’ve in the past suggested to the refiners that they do some¬ 
thing really innovative and stop making 93 octane fuel for high test 
and only make 91 octane fuel, and we would reduce substantially 
the octane demand that you would need, but the refiners don’t 
think that’s a very good idea because, of course, they get top dollar 
for 93 octane gasoline. 

Mr. Tierney. You know, I am showing some of my ignorance in 
this field, so again bear with me, but if we do not need MTBE— 
I assume we do not need ethanol—to meet the Clean Air standards, 
that they can refine it without either one of those products, and it 
would be OK. Right? 

Mr. Early. Well, both MTBE and ethanol are an important 
source of clean octane, and refiners need octane. They need oc¬ 
tane—I’m sorry? 

Mr. Tierney. They are not the only source of octane? 

Mr. Early. That’s correct. 

Mr. Tierney. And the industry could go to other sources of oc¬ 
tane and produce and refine- 

Mr. Early. Right, but there are not enough of them. I mean, in 
the short term the reason ethanol will play a role is there just isn’t 
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enough alternatives unless, of course, the refiners were to go to pol¬ 
luting sources of octane which, of course, we all agree we don’t 
want them to do. 

Mr. Tierney. And is nobody exploring all the new sources of oc¬ 
tane? 

Mr. Early. Well, there’s little question that if we enact legisla¬ 
tion that eliminates MTBE and updates the reformulated gasoline 
requirements, refiners will have a major incentive to engage in re¬ 
search to develop MTBE substitutes that are not ethanol. 

Mr. Tierney. Of course, if we put the language in that Senator 
Daschle has about absolving people from liability, we run the prob¬ 
lem that they are going to come up with new sources that are in 
fact not clean. 

Mr. Early. Yes. We would agree that this particular provision is 
not very useful in terms of safeguarding public health and the envi¬ 
ronment. 

Mr. Tierney. It just gives a free fall for the industry to go out 
and do whatever they want to do and not have any concern. 

Mr. Early. Well, the attempt was to draft it narrowly, but I 
think the attempt did not succeed. 

Mr. Tierney. I would agree. Thank you. Thank you for the extra 
time. 

Mr. Ose. Gentlemen, Mr. Montgomery, why would we not just 
eliminate the 2 percent oxygenate requirement? It seems to me it 
would solve a lot of the issues, let science figure out how to cali¬ 
brate what comes out of the tailpipe, and be done with it. 

Mr. Montgomery. Mr. Chairman, that has always struck me as 
being an excellent proposal, and I have for decades agreed with 
your description of how we should be designing environmental pol¬ 
icy, which is to focus on the emissions and give industry the maxi¬ 
mum flexibility to bring those emissions down to what we care 
about. I do not see that the oxygenate requirement has any role in 
doing that. 

On the other hand, I’m not convinced that we can save a lot of 
money by getting rid of the oxygenate requirement if at the same 
time we are imposing a ban on MTBE, because we have to replace 
that 11 percent of gasoline with something, and whether we re¬ 
place it with ethanol or alkylates or ETBE, we are looking at very 
expensive blend stocks. They’re all going to add to the cost of gaso¬ 
line. The choice is really among which is the lesser of two evils and 
which do we have enough capacity in the short run to produce. But 
may not save as much money as people think by- 

Mr. Ose. Well, why should the Federal Government decide which 
solution? I mean, there have to be multiple types of chemical com¬ 
pounds that can give you what you need to calibrate out of the tail¬ 
pipe. 

Mr. Montgomery. And I think that is a very good argument for 
why we should not have the oxygenate requirement. I’m just cau¬ 
tioning against expecting that by eliminating the oxygenate re¬ 
quirement, we can remove a significant part of the cost of moving 
away from MTBE- 

Mr. Ose. Because you would probably bring something else? 

Mr. Montgomery. Yes. 

Mr. Ose. Dr. Rausser, do you agree with that? 
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Mr. Rausser. I certainly agree that at this juncture, the motiva¬ 
tion for the original requirements are not the same today as they 
were in the year 1990. The vehicle upgrades that have taken place 
have changed the emissions that otherwise would have occurred 
with conventional gasoline even today. But, still, coming back to 
the points that have been made already, once you’ve displaced that 
11 percent of volume and you have to make it up from some other 
place, what is the incremental cost of those other potential blend¬ 
ing ingredients and what are the consequences of those incremen¬ 
tal costs on the ultimate price and cost to the consumers who are 
purchasing gasoline? 

Mr. Ose. Mr. Economides, any thoughts on this? 

Mr. Economides. Yeah. Trading in one set of concerns for an¬ 
other set of concerns from—let’s take the environmental area. If 
you’re looking for no backsliding or equivalent environmental per¬ 
formance in a post-MTBE world and you turn to ethanol for help, 
then you have volatility concerns regarding its characteristic to 
evaporate readily. You have driveability concerns, distillation con¬ 
cerns. All these are fixable. They involve additional controls, which 
bring on additional costs, as Mr. Montgomery indicated. 

If, in turn, you go to a nonoxygenated fuel, the oxy standard is 
gone and we don’t have an RFS, let’s say, and we go to that world, 
then we need to protect against what—allow me the liberty to call 
dirty octane. And dirty octane is aromatics and olefins and, you 
know, for the benefit of those who have not perhaps settled on this 
thought, olefins is a real, real cloud in the horizon in that eventu¬ 
ality, I mean, a very active species contributing to summertime 
smog. So are aromatics, and they are high octane compounds. So 
are aromatics. Aromatics, of course, are a major culprit on the toxic 
side because they combust into benzene out of the tailpipe. 

So we have a set of concerns that need to be addressed, and one 
thing I want to emphasize again is that in the work that we are 
trying to do in this arena, we’re trying to keep the environmental 
bar as level as possible between where we would have been if a bill 
like 517 was not adopted versus where we may be heading if that 
bill and its attendant consequences come to pass. 

Mr. Ose. From a logical standpoint, it would seem to me that 
rather than mandate the inputs into the engine chamber that are 
combusted, you can in turn mandate the exhaust coming out of the 
tailpipe, including the volatile organic compounds and let- 

Mr. Economides. Yes. 

Mr. Ose [continuing]. Science- 

Mr. Economides. But there is one small problem. It’s called 
models, and they are not perfect. They are not perfect by any 
means. They’re useful. Some of them are very good in terms of cer¬ 
tifying fuels and providing directional guidance, but ultimately 
what we need to protect is ambient air quality levels, and by the 
time we get that correlation of fuel quality all the way out to ambi¬ 
ent air quality, San Joaquin Valley, New York City, or anywhere 
else, then we have made a certain number of jumps in that process 
which make science become less stable than you would have ex¬ 
pected or assumed in your statement. 

Mr. Ose. Do we not have those problems attaining ambient air 
quality regardless? 
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Mr. Economides. We do. However, we have a demonstrated 
record of success with the current reformulated gasoline program 
which most stakeholders, if not all, rapidly will step forward and 
say that from an air quality standpoint, the program has done its 
work. It has done a yeoman’s job. 

Mr. Ose. That is $6 to $8 billion a year transfer. My time is- 

Mr. Economides. No, I’m talking about the existing RFG pro¬ 
gram now. 

Mr. Ose. My time is expired. Mr. Tierney. 

Mr. Tierney. Thank you. I cannot stay much longer, but I do 
want to ask Mr. Early some questions here. What did the Blue Rib¬ 
bon Commission recommend with respect to MTBE? 

Mr. Early. They recommended a phasedown, and most members 
have recommended a phaseout of MTBE. The thing that’s impor¬ 
tant to focus on is that the concern that the public has about 
MTBE has eroded the public support for clean fuels programs for 
a reformulated gasoline program. Part of the reason the Lung Asso¬ 
ciation is here today is we need to make changes in order to in¬ 
crease public support for reformulated gasoline. Because this is a 
program, as Mr. Economides just said, that has a proven record of 
effectiveness in reducing smog. We would like to see more commu¬ 
nities adopting RFG rather than going to a boutique fuel alter¬ 
native. 

Mr. Tierney. What did the Blue Ribbon Commission recommend 
with respect to ethanol? 

Mr. Early. The commission acknowledged the fact that there are 
other reasons for using ethanol and basically punted the question 
of whether ethanol should be required to Congress. 

Mr. Tierney. Could we not have one national standard if we 
really desired to have one? 

Mr. Early. Well, we could have a national standard. There’s no 
question. But I’m sure that the other gentlemen at this table would 
observe that if that standard were as effective at reducing air pol¬ 
lution as the Lung Association would like to see, we would shrink 
our gasoline supply even further, and even the Lung 
Association- 

Mr. Tierney. Unless, of course, we stop using as much of it? 

Mr. Early. I’m sorry? 

Mr. Tierney. Unless, of course, we stop using as much of it. 

Mr. Early. Well, of course. But you could also make an argu¬ 
ment in areas where you don’t have large population concentra¬ 
tions, that you don’t have to use the cleanest gasoline that’s avail¬ 
able. Because you don’t have an air pollution problem. We ought 
to be targeting our resources in the places where the problems are, 
which is essentially what the Clean Air Act has attempted to do. 

Mr. Tierney. How do you get away from the boutique fuel prob¬ 
lem? I mean, I read studies that tell me that the industry is sort 
of trying to encourage the States to get into as many boutique situ¬ 
ations as they can. Others disclaim that. How do we do what you 
are saying and have the flexibility- 

Mr. Early. Well, one of the most important things you can do 
is get rid of the MTBE in all gasoline. I mean, as an example of 
how powerful an issue this is, the State of Texas adopted a bou¬ 
tique fuel for the entire eastern half of the State that prohibited 
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refiners from increasing MTBE levels in the fuel above the levels 
that were being used at the time of adoption. So MTBE isn’t even 
popular in Texas, let alone anywhere else. So it gives you an idea 
of how powerful an issue this is and why we need to get rid of 
MTBE as a starter, and then areas will, I think, look to reformu¬ 
lated gasoline. 

The other thing you can do is change some of the other provi¬ 
sions to make RFG more uniform, and we think that the changes 
in S. 517 move in that direction and will result in a more uniform 
reformulated gasoline across the country and help relieve some of 
the price spikes. 

For instance, I don’t think in the future if you adopted the provi¬ 
sions that are in Senator Daschle’s bill that you would see the price 
spikes that occurred in the Chicago, Milwaukee reformulated gaso¬ 
line market last summer and the summer before. Because there 
will be a larger overall national pool of fuel that can be sent to that 
area in case of a temporary shortage. 

Mr. Tierney. Thank you. I am going to yield back the balance 
of my time because I have to go, but I want to thank the panel for 
their testimony, and thank you, Mr. Chairman. 

Mr. Ose. I thank the gentleman. 

Mr. Tierney’s questions spurred one of mine. I think, Dr. 
Rausser, you talked about this in your written testimony. In a com¬ 
parative sense, the air quality improvements that are achievable 
using ethanol at an 8V2 to 10 cent gallon increase in price, are 
those air quality improvements attributable to the ethanol additive, 
or are they attributable to the price increase that causes a reduc¬ 
tion in use of fuels? 

Mr. Rausser. They’re certainly attributable to the latter. That is 
to say, with ethanol, the price goes up. There is some response on 
the demand side. There is a diminution in demand, and with that 
comes a lower air quality effect or an improved effect in terms of 
the reduction of air toxics. So that’s one effect. But there is a sec¬ 
ond effect- 

Mr. Ose. Before I lose my train of thought. So ethanol creates 
a benefit of X? 

Mr. Rausser. Yes. 

Mr. Ose. What would have to be the incremental increase in 
price alone to achieve the same air quality impact that ethanol 
achieves? 

Mr. Rausser. With regard to just this component of the increase, 
or generically? 

Mr. Ose. Generically. 

Mr. Rausser. Generically. 

Mr. Ose. If you are going to tell me 8V2 to 10 cents a gallon, I 
am going to say why are we adding ethanol. I mean, that is my 
question. In terms of a price increase to achieve the same benefit 
we get from having ethanol as the oxygenate—how much of a price 
increase do we have to get? 

Mr. Rausser. Well, that would depend on lots of other factors 
that I don’t believe I have the precise answer for you. 

Yes, and I can get an answer for you, but that’s not something 
that we’ve asked the model to answer, but we could. To get the 
same effects, are you suggesting through an alternative mechanism 
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like taxing the gasoline price? That would lower the demand and 
you would get then as a result of the reduced driving- 

Mr. Ose. If I understood your testimony here a minute and a half 
ago, it was that you raise the price, you reduce the amount of gaso¬ 
line being used. You achieve air quality improvements because you 
have less hydrocarbons being combusted. 

Mr. Rausser. That is correct. 

Mr. Ose. All right. Now, compare that without ethanol to the 
case with ethanol. How much of a price increase do you have to 
have to achieve the same air quality benefits solely from a price 
increase- 

Mr. Rausser. Just that portion of the benefits, not the rest of the 
air toxic reductions? 

Mr. Ose. Right. That is the question I am going to put to you 
in writing. 

Now I want to go back to your second point. 

Mr. Economides. And while you’re doing that analysis, remem¬ 
ber to take into account the fact that you use more gallons of etha¬ 
nol contained in gasoline- 

Mr. Rausser. Yes. 

Mr. Economides [continuing]. To travel the same number of 
miles. 

Mr. Rausser. I’ve got that in the model, namely the reduced effi¬ 
ciency, the vehicle fuel efficiency. 

Mr. Ose. You also have an improvement in hydrocarbon emission 
on cold start issues? 

Mr. Economides. Yes. 

Mr. Rausser. The second component is the differential between 
ethanol versus MTBE versus conventional gasoline, and as I indi¬ 
cated in my testimony, the differential between ethanol and MTBE 
is only with regard to some particular toxics. Formaldehyde, for ex¬ 
ample, increases with MTBE. Acetaldehyde increases with regard 
to ethanol, and that results in a differential, too, with regard to the 
ultimate monetization of the air quality benefits of each of these 
two different blends. 

Mr. Ose. Mr. Economides. 

Mr. Economides. I’m trying to get into this discussion, because 
the pollutant that we’re talking about comparing these two com¬ 
pounds has a very, very significant impact. If we’re talking about 
organics, hydrocarbons, volatile organics [VOCs], I don’t think I 
would even go so far as to say that ethanol use in summertime gas¬ 
oline has any benefit whatsoever. If we go now in turn to nitrogen 
oxides, NO x kinds of compounds, I think both compounds are in es¬ 
sentially wash versus nonoxygenated gasoline until we get to about 
2 percent oxygen content. But ethanol does have a big downside on 
the NO x side. When you start increasing ethanol toward the maxi¬ 
mum of 10 percent, you’re looking at substantially increased NO x 
emissions. 

In fact, some of those are serving as the basis for California’s ap¬ 
plication on the waiver. The doctor’s assessment on the toxic side 
is on point. However, again, even there you get more dilution when 
you’re adding 11 percent of MTBE versus the 6 percent for ethanol. 
So you have a differential toxics impact as well as a difference be- 
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tween more acetaldehyde versus formaldehyde being emitted by 
the two. 

So all in all, I think from an environmental standpoint, you’re 
looking at a rather imbalanced picture here between what one is 
doing versus the other. Adding that much ethanol to gasoline, 
frankly, in a simplified condensed way means higher gasoline 
prices for, at best, equivalent air and most likely dirty air, unless 
we take the right precautions. 

Mr. Ose. Now, this information on MTBE and the implications 
of its use or ethanol and implications of its use, I mean, we are not 
talking about new science here? 

Mr. Economides. I don’t believe it is. 

Mr. Ose. So it has been in the public domain for a number of 
years. For instance, the impacts of MTBE probably have been 
known for at least 4 or 5 years. The situation with ethanol and the 
consequence of adding it to fuel have been known for a number of 
years, the pros and the cons. Am I accurate in that? 

Mr. Early. Well, there’s still a lot of argument about the pros 
and the cons. I mean, obviously if you had an ethanol industry rep¬ 
resentative here, they would claim greater air quality benefits than 
have been described by this panel, but generally speaking, you’re 
correct. The bottom line is we’ve learned a lot since the 1990 Clean 
Air Amendments required certain components in reformulated gas¬ 
oline. What we’ve learned points in the direction that you, Mr. 
Chairman, have already mentioned, which is the best approach is 
to mandate the outcome of reformulated gasoline and not how you 
get to the outcome. 

I think there’s a much broader consensus that’s an approach to 
take than there was in 1990 when these provisions were adopted. 

I would only make one observation as part of this discussion, 
which is that when EPA evaluated California’s waiver request for 
the oxygen requirement, they determined that even if they had 
granted the oxygen waiver so that reformulated gasoline could be 
sold in California and not meet the 2 percent oxygen requirement, 
60 percent of the reformulated gasoline sold in California would 
contain ethanol mostly to provide octane. So I raise that only to 
point out that the benefits that ethanol brings to gasoline formula¬ 
tions don’t have to do with air quality. They have to do with other 
elements that refiners need also to meet when they’re producing 
gasoline. 

Mr. Ose. Mr. Early, some time ago you were over before the Sen¬ 
ate Energy and Natural Resources Committee on EPA’s renewable 
oxygenate program, which as near as I can tell from a comparative 
standpoint is very similar to Senator Daschle’s energy bill, and at 
that time the quote that is in front of me is in sum, we see the 
renewable oxygenate program as potentially increasing global 
warming, increasing smog, increasing air toxics, and increasing 
water pollution and damage to erodible and sensitive habitat areas, 
all of this at an increased cost to the reformulated gasoline con¬ 
sumer and a significant decrease in Highway Trust Fund revenues. 
I assert that this proposal is fatally flawed. It is time to focus on 
the main goal of the reformulated program, which is reducing air 
pollution, and stop trying to manipulate it for other purposes such 
as increased ethanol demand. 
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Now, the thing that I am confused about is that you refer to Sen¬ 
ator Daschle’s fuel provisions today as constructive changes to RFG 
and conventional gasoline. I guess my question is, do you believe 
in mandating the use of ethanol in gasoline as good for the environ¬ 
ment? And I think I hear you saying something very similar to 
what I am saying, which is not that you mandate but that you ac¬ 
tually say what your goal is and let people go find a way to it. 

Mr. Early. Mr. Chairman, I’ve been pretty consistent in my posi¬ 
tion on this. I don’t believe that an ethanol mandate is necessary 
for air quality, and I’ve never supported an ethanol mandate for air 
quality. There are other reasons to support an ethanol mandate 
under the circumstances that we’re talking with respect to Senator 
Daschle’s bill. One of the most important purposes, from my per¬ 
spective, is to garner 60 votes. 

Mr. Ose. See, what my purpose is, is the past legislation that 
makes good policy, not good politics. 

Mr. Early. The Senators who represent the agricultural States 
would forward other arguments. I’m really not in a position to be 
judgmental on those arguments regarding the benefit that an etha¬ 
nol mandate provides. 

Mr. Ose. California is the largest agricultural- 

Mr. Early. To the agricultural economy, to the reduction in oil 
imports and to global warming. Let me make one note, which is 
that recent studies would seem to indicate that because of improve¬ 
ments in ethanol production, it is not a global warming loser, and 
at the time that I testified, the testimony that you have taken, that 
was not true. There have been some improvements in technology 
so that you can make modest global warming gains from substitut¬ 
ing ethanol for gasoline, but they are, I have to observe, rather 
modest. 

Mr. Ose. All right. Dr. Rausser. 

Mr. Rausser. Just a clarification. Under the current oxygenated 
requirements and moving to ethanol as the choice blending ingredi¬ 
ent to satisfy those requirements does not reduce oil imports. It in¬ 
creases oil imports. I think that testimony has already been re¬ 
vealed here. 

Mr. Ose. I want to thank this panel for coming today. This has 
been highly educational, and I am appreciative of you taking the 
time to come down. The facts of the matter are that from where 
I sit today, it appears that there is a group that got together with 
somebody in Senator Daschle’s office or the Senator himself and 
cooked up something to basically impose on the rest of the country, 
mandate to use 5 billion gallons of ethanol over the next number 
of years at a cost to the American consumer of $6.37 to $8.4 billion 
a year. That can be good policy, or it can be good politics, or it 
might be neither. But the fact of the matter is it is money out of 
the pockets of Californians. It is money out of the pockets of people 
up in the Northeast, like those that may live in Mr. Tierney’s dis¬ 
trict. It is money out of the pockets of the people who may live in 
Mr. Shays’ district, and it does not have one single thing to do with 
getting cloture in the Senate. Compromise on bad legislation gives 
you bad legislation. 
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Gentlemen, thank you for joining us today, and I appreciate your 
testimony. If we have questions, we will leave the record open for 
a period of 10 days. 

Timely responses are appreciated. Again, thank you. We will see 
you again. This hearing is adjourned. 

[Whereupon, at 4:43 p.m., the subcommittee was adjourned.] 
[Note. —The report entitled, “Achieving Clean Air and Clean 
Water: The Report of the Blue Ribbon Panel on Oxygenates in Gas¬ 
oline,” may be found in subcommittee files.] 

[Additional information submitted for the hearing record follows:] 
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Congre&s of t&e Amtell States 

Houste ot l\epr£S£ntatibes 
Sclaslnugton, 20515 

June 21,2002 


The Honorable W. J. “Billy” Tauzin 
Chairman 

House Energy and Commerce Committee 
2125 RHOB 

Washington, D.C. 20515 

The Honorable John Dingell 
Ranking Member 

House Energy and Commerce Committee 
2322 RHOB 

Washington, D.C. 20515 

Dear Chairman Tauzin and Ranking Member Dingell: 

We are writing to express our concerns about the renewable fuels mandate in the Senate 
Energy Bill. The Senate bill takes the important steps of phasing-out MTBE and eliminating the 
Clean Air Act’s oxygenate requirement — actions which will actually help achieve clean air while 
protecting our water resources. However, we are concerned that this mandate will be a de facto 
mandate for ethanol, and may prove to be an unworkable burden in the State of California. In, 
addition, greatly increasing the use of ethanol will have mixed environmental results while 
significantly reducing federal revenues to the Highway Trust Fund. Moreover, rather than a 
carefully balanced legislative package, this mandate appears to be simply a political triumph of 
the Midwest over both coasts. 

The Senate mandate will commit the United States to tripling the amount of ethanol in 
our fuel supply over the next decade. Beginning at 2.3 billion gallons of ethanol in 2004, the bill 
will require increased production in each subsequent year through 2012 when U.S. refiners must 
blend at least 5 billion gallons of ethanol into their fuel. For every year after 2012, the bill will 
require refiners to blend a proportional amount of ethanol into the fuel supply. This could result 
in an ever-growing ethanol mandate. 

We have serious concerns about committing the nation to such an ethanol mandate in 
perpetuity. While this mandate would be a welcome development for midwestem ethanol 
interests, we are concerned that this mandate may inhibit refiners from finding smarter, cleaner 
and less expensive ways to reformulate gasoline. For instance, the Energy Information 
Administration recently testified that these provisions could increase the cost of reformulated 
gasoline by as much as 10.5 cents per gallon. 
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Additionally, since the United States only produced 1.77 billion gallons of ethanol in 
2001, we are deeply concerned that mandating 2.3 billion gallons to be used in 2004 could 
disrupt the fuel supply nationwide- and cause exorbitant gasoline price spikes. We are very 
concerned about how these supply disruptions could affect California consumers. We are also 
concerned with the so-called safe harbor provision which would shield oil companies from 
liability if ethanol ends up contaminating groundwater. Even the most modest proposals offered 
by Senator Feinstein, Senator Boxer and others to address these serious flaws were not 
adequately considered in the Senate. This language must be revisited during conference. 

We urge the conference committee to carefully reconsider this ethanol mandate. The 
needs and concerns of California and other states must be addressed before further legislative 
action is taken on this mandate. 

Sincerely, 
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2204 Rayburn House Office Building 
Washington, DC 20513-OE2S 
[202) 225-3976 



Suite 600 

Los Angeles, CA 9Q04S-4183 
1323)651-1040 


Congress of tfje llmreb States 

House of Beprescntatibes 

Sfflagfjmgton. ®C 20515-0529 

HENRY A. WAXMAN 
29th District, California 

April 23, 2002 


The Honorable Christine Todd Whitman 
Administrator 

U.S. Environmental Protection Agency 
1200 Pennsylvania Avenue, N.W. 
Washington, DC 20460 


Dear Administrator Whitman: 


SENIOR DEMOCRATIC MEMBER 
COMMITTEE ON GOVERNMENT 
REFORM 
MEMBER 

COMMITTEE ON ENERGY AND 
COMMERCE 


One of the first decisions of the Bush Administration was to deny California’s request for 
a waiver from the federal reformulated gasoline oxygenate requirement. This decision was a 
surprise to many, as it reversed the experts at EPA and ignored the bipartisan support for the 
waiver from California’s delegation. It is expected that this decision will balkanize Western fuel 
supplies and result in worse air quality and higher gasoline costs for consumers in California. 

Although it has not been widely known, the Enron Corporation had a significant financial 
stake in the MTBE industry, and a recent review of lobbying disclosure records reveals that 
Enron lobbied on this issue. Details have not yet been released on many of Enron’s contacts with 
the Administration, but Enron’s influence within the Administration appears to have been 
substantial. Additionally, as a member of the Administration’s transition team, Enron’s CEO 
Ken Lay was in a prime position to influence early Administration decisions such as this one. I 
am writing to request that you provide all relevant information regarding whether Mr. Lay or any 
other representative of Enron had a role in the Administration’s decision to deny California’s 
waiver request. 


The Waiver Denial 


As you know, California Governor Gray Davis in April 1999 requested the waiver of the 
oxygenate requirement of the reformulated gasoline provisions of the Clean Air Act in order to 
facilitate California’s phase out of the fuel additive methyl tertiary butyl ether (MTBE). He took 
this action because MTBE has contaminated groundwater throughout California. 

The state of California provided exhaustive scientific information in support of the 
waiver. After a lengthy review, EPA’s technical and professional staff concluded that a waiver 
of the relevant part of the oxygenate standard was indeed technically warranted and legally 
justified. 

In fact, EPA prepared a proposed rule granting the needed partial waiver. EPA stated: 

We conclude that compliance with the 2.0 weight percent oxygen content 
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requirement... would interfere with attainment of the [national ambient air 
quality standards] for ozone and [particulate matter]. 1 

EPA stated further that the waiver would allow “the flexibility for the state to achieve the 
greatest additional NOx reductions possible.” 2 

California’s request for a waiver had broad bipartisan support within California. On 
April 6, 2001, every member of the California House delegation requested that the 
Administration grant California’s waiver request. However, the waiver request was opposed by 
several industries. The most visible opponent was the ethanol industry. The MTBE industry also 
opposed the waiver. 

On June 12, 2001, the Administration decided to deny the waiver request, reversing 
EPA’s previous determination that a partial waiver was warranted. This decision imposed large 
costs on California. The state of California has estimated that denying the waiver would cost the 
state an additional $450 million each year. 3 In fact, the Governor of California notified Members 
of Congress on February 26, 2002, that historical evidence indicated that banning MTBE without 
a waiver of the federal oxygenate mandate could result in a doubling of the price of gasoline. 4 To 
avoid this result, the Governor announced a one-year delay in the banning of MTBE on March 
14, 2002. 5 


Enron and MTBE 


It is well know that the decision by the Bush Administration to deny California’s waiver 
benefitted the ethanol industry. It is much less known, however, that the decision to deny the 
waiver also provided a significant benefit to Enron and other MTBE producers. But in fact, this 
is just what has happened. Once California’s oxygenate waiver was denied, some in industry 


'EPA, Regulation of Fuel and Fuel Additives: Waiver of the Reformulated Gasoline 
Oxygen Content Requirement for California Covered Areas, Draft Notice of Proposed 
Rulemaking at 16, (Jan. 2001)(available online at 
http://www.house.gov/reform/min/iiives_energy/index.htm). 

2 ld. At 21. 

’Statement by Governor Gray Davis on Bush Administration Denial of California’s 
Oxygenate Waiver Request (June 12,2001). 

“Letter from Gov. Gray Davis to Sen. Tom Daschle (Feb. 26, 2002). 

’Executive Order D-52-02 by the Governor of the State of California (March 14, 2002). 



271 


The Honorable Christine Todd Whitman 
April 23,2002 
Page 3 

publicly predicted that California would have no choice but to permit the continued use of MTBE 
in reformulated gasoline in California. 6 This prediction turned out to be true, and the pro-MTBE 
lobby hailed California’s decision to continue to allow the use of MTBE for an additional year. 7 

Enron was one of the beneficiaries of the waiver denial because it is involved in many 
aspects of the MTBE industry. MTBE is made from methanol, which is produced from natural 
gas. Enron had its roots as a natural gas company, and it also owned methanol plants. For 
example, Enron owned a plant in La Porte, Texas, with a 400,000 barrel per day capacity for 
producing methanol.* In addition, Enron’s Morgan’s Point plant produced MTBE and was, in 
fact, one of the largest MTBE plants of its type. 9 Enron also traded MTBE profitably. 10 

In July 2001, Enron sold the Morgan’s Point MTBE plant and accompanying pipeline to 
EOTT Energy Partners (whose general partner is a wholly-owned subsidiary of Enron) for 
approximately $120 million. EOTT signed a 10-year agreement to sell the production from the 
MTBE plant to Enron, with a 10-year storage and transportation agreement for the use of the 
storage facility and pipelines. Under this agreement Enron agreed to provide the feedstock and 
take the plant's output, paying EOTT a fee for producing the fuel additive. Thus, Enron retained 
a strong financial interest in the continued use of MTBE. 11 

Enron’s financial interest was threatened by California’s phase out of MTBE, as well as 
efforts in Congress to ban MTBE nationally. According to Chemical Market Associates, Inc. 
(CMAI), “[i]f the phase-out scenario goes ahead, CMAI expects around 7 [million] tonne/year of 
MTBE capacity will be shutdown, with inevitable repercussions on the US methanol industry. 


6 California Could Delay MTBE Deadline, Chemical Market Reporter (December 17, 

2001 ). 

7 Oxygenated Fuels Association, Press Release, OF A Welcomes Davis Delay of MTBE 
Ban (March 15, 2002). 

8 Enron Restarts MTBE Plant, The Oil Daily (April 16, 2001). 

9 EOTT buys MTBE plant from Enron /Natural gas storage facility, pipelines also part of 
$120 million deal, Houston Chronicle (July 3,2001). 

>0 E.g ., Gulf MTBE Prices Hold up as Big Traders Bat Barrels Around, Oxy-Fuel News 
(May 21, 2001). 

11 EOTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part 
of $120 million deal, Houston Chronicle (July 3, 2001). 
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On-purpose MTBE production will either convert to alternate products or shutdown 

Enron’s MTBE Lobbying 

Not only was Enron a significant MTBE producer, it also lobbied vigorously on MTBE 
issues. According to the Financial Times , Enron Clean Fuels Company and other MTBE 
producers “revived” the Oxygenated Fuels Association (OFA), the principal pro-MTBE lobbying 
group. 13 At the time of the denial of California’s waiver request, it was reported that the OFA 
had lobbied the White House to deny the California waiver. 14 

Moreover, Enron itself lobbied on at least thirteen bills addressing MTBE. Most of these 
would have banned MTBE or allowed states to opt out of the oxygenate requirement, which 
would have substantially reduced the use of MTBE and allowed it to be phased out. 15 In 
addition, Enron lobbied on related issues such as tax credits for ethanol and alternative fuel 
vehicles. 

While it is impossible to identify the amounts that Enron spent on MTBE lobbying versus 
other lobbying activities, Enron reported spending over $1.5 million on lobbying activities in 
2000, and over $2.9 million in the first six months of 2001. 

Requests for Information 

In order to understand the role played by Enron in the decision to deny California’s 
MTBE waiver, I request that you provide the following information: 

1. Did you, any other person in your Agency, or to your knowledge any other official in the 

Administration have any communications with Mr. Lay or any other Enron or OFA 


'-Marker put out by shutdowns. Chemical Market Reporter (April 2, 2001). 

n Bills may pave way for rise in ethanol output, Financial Times (December 20, 2001). 

'“Gas Prices at Stake in State’s Ethanol Feud Policy: Agriculture vs, oil as California 
seeks a waiver on corn-based additive, Los Angeles Times (May 4,2001). 

' 5 See Lobbying Reports filed with the Clerk of the House of Representatives for lobbyists 
retained or employed by Enron for the years 2000 and 2001. Specific bills listed are: S. 2233, 
H.R. 3536, H.R. 4011, H.R. 4120, S. 1037, S. 2723, H.R. 11, H.R. 1367, H.R. 1368, H.R. 1705, 
S. 645, H.R. 4303; H.R. 3798. Entities lobbied include: the Council on Environmental Quality; 
the Department of Energy; the Department of Interior; the Environmental Protection Agency; the 
U.S. House of Representatives; and the U.S. Senate. 
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officials or representatives regarding the issue of California’s waiver request or 
issues relating to MTBE? 

2. For each communication identified in question 1, please provide the names of the persons 
involved, the dates of the communication, the form of communication, a summary of the 
information exchanged or matters discussed during the communication, and copies of any 
written materials or electronic communications provided by Enron or OFA or their 
representatives. 

I request that you respond to this letter by May 17, 2002. Thank you for your attention to 
this matter. 


Sincerely, 




Henry A. Wax man 
Member of Congress 
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8436 West Third Street 
Suite 600 

Los Angeles. CA 90048-4183 
(323) 651-1040 


Congress of ttje Clnitet States 
House of JkpresSentatibes 
Washington, »C 20515-0529 

HENRY A. WAXMAN 

29th District, California 

April 23, 2002 


SENIOR DEMOCRATIC MEMBER 
COMMITTEE ON GOVERNMENT 
REFORM 

MEMBER 

COMMITTEE ON ENERGY AND 
COMMERCE 


The Vice President 

The Eisenhower Executive Office Building 
Washington, DC 20501 

Dear Mr. Vice President: 

One of the first decisions of the Bush Administration was to deny California’s request for 
a waiver from the federal reformulated gasoline oxygenate requirement. This decision was a 
surprise to many, as it reversed the experts at EPA and ignored the bipartisan support for the 
waiver from California’s delegation. It is expected that this decision will balkanize Western fuel 
supplies and result in worse air quality and higher gasoline costs for consumers in California. 

Although it has not been widely known, the Enron Corporation had a significant financial 
stake in the MTBE industry, and a recent review of lobbying disclosure records reveals that 
Enron lobbied on this issue. Details have not yet been released on many of Enron’s contacts with 
the Administration, but Enron’s influence within the Administration appears to have been 
substantial. Additionally, as a member of the Administration’s transition team, Enron’s CEO 
Ken Lay was in a prime position to influence early Administration decisions such as this one. I 
am writing to request that you provide all relevant information regarding whether Mr. Lay or any 
other representative of Enron had a role in the Administration’s decision to deny California’s 
waiver request. 


The Waiver Denial 


As you know, California Governor Gray Davis in April 1999 requested the waiver of the 
oxygenate requirement of the reformulated gasoline provisions of the Clean Air Act in order to 
facilitate California’s phase out of the fuel additive methyl tertiary butyl ether (MTBE). He took 
this action because MTBE has contaminated groundwater throughout California. 

The state of California provided exhaustive scientific information in support of the 
waiver. After a lengthy review, EPA’s technical and professional staff concluded that a waiver 
of the relevant part of the oxygenate standard was indeed technically warranted and legally 
justified. 

In fact, EPA prepared a proposed rule granting the needed partial waiver. EPA stated: 

We conclude that compliance with the 2.0 weight percent oxygen content 
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requirement.. . would interfere with attainment of the [national ambient air 
quality standards] for ozone and [particulate matter]. 1 

EPA stated further that the waiver would allow “the flexibility for the state to achieve the 
greatest additional NOx reductions possible.” 2 

California’s request for a waiver had broad bipartisan support within California. On 
April 6, 2001, every member of the California House delegation requested that the 
Administration grant California’s waiver request. However, the waiver request was opposed by 
several industries. The most visible opponent was the ethanol industry. The MTBE industry also 
opposed the waiver. 

On June 12,2001, the Administration decided to deny the waiver request, reversing 
EPA's previous determination that a partial waiver was warranted. This decision imposed large 
costs on California. The state of California has estimated that denying the waiver would cost the 
state an additional $450 million each year. 3 In fact, the Governor of California notified Members 
of Congress on February 26,2002, that historical evidence indicated that banning MTBE without 
a waiver of the federal oxygenate mandate could result in a doubling of the price of gasoline/ To 
avoid this result, the Governor announced a one-year delay in the banning of MTBE on March 
14,2002." 


Enron and MTBE 


It is well know that the decision by the Bush Administration to deny California’s waiver 
benefited the ethanol industry. It is much less known, however, that the decision to deny the 
waiver also provided a significant benefit to Enron and other MTBE producers. But in fact, this 
is just what has happened. Once California’s oxygenate waiver was denied, some in industry 


'EPA, Regulation of Fuel and Fuel Additives: Waiver of the Reformulated Gasoline 
Oxygen Content Requirement for California Covered Areas, Draft Notice of Proposed 
Rulemaking at 16, (Jan. 2001)(available online at 
http://www.house.gov/reform/min/inves_energy/index.htm). 

2 ld. At 21. 

Statement by Governor Gray Davis on Bush Administration Denial of California’s 
Oxygenate Waiver Request (June 12, 2001). 

‘'Letter from Gov. Gray Davis to Sen. Tom Daschle (Feb. 26, 2002). 

"Executive Order D-52-02 by the Governor of the State of California (Match 14, 2002). 
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publicly predicted that California would have no choice but to permit the continued use of MTBE 
in reformulated gasoline in California. 6 This prediction turned out to be true, and the pro-MTBE 
lobby hailed California’s decision to continue to allow the use of MTBE for an additional year. 7 

Enron was one of the beneficiaries of the waiver denial because it is involved in many 
aspects of the MTBE industry. MTBE is made from methanol, which is produced from natural 
gas. Enron had its roots as a natural gas company, and it also owned methanol plants. For 
example, Enron owned a plant in La Porte, Texas, with a 400,000 barrel per day capacity for 
producing methanol. 8 In addition, Enron’s Morgan’s Point plant produced MTBE and was, in 
fact, one of the largest MTBE plants of its type. 9 Enron also traded MTBE profitably. 10 

In July 2001, Enron sold the Morgan’s Point MTBE plant and accompanying pipeline to 
EOTT Energy Partners (whose general partner is a wholly-owned subsidiary of Enron) for 
approximately $120 million. EOTT signed a 10-year agreement to sell the production from the 
MTBE plant to Enron, with a 10-year storage and transportation agreement for the use of the 
storage facility and pipelines. Under this agreement Enron agreed to provide the feedstock and 
take the plant's output, paying EOTT a fee for producing the fuel additive. Thus, Enron retained 
a strong financial interest in the continued use of MTBE.” 

Enron’s financial interest was threatened by California’s phase out of MTBE, as well as 
efforts in Congress to ban MTBE nationally. According to Chemical Market Associates, Inc. 
(CMAI), “[i]f the phase-out scenario goes ahead, CMAI expects around 7 [million] tonne/year of 
MTBE capacity will be shutdown, with inevitable repercussions on the US methanol industry. 


6 California Could Delay MTBE Deadline , Chemical Market Reporter (December 17, 

2001 ). 


’Oxygenated Fuels Association, Press Release, OF A Welcomes Davis Delay of MTBE 
Ban (March 15, 2002). 

% Enron Restarts MTBE Plant , The Oil Daily (April 16, 2001). 

9 EOTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part of 
$120 million deal , Houston Chronicle (July 3, 2001). 

,0 E.g., Gulf MTBE Prices Hold up as Big Traders Bat Barrels Around , Oxy-Fuel News 
(May 21, 2001). 

11 EOTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part 
of $120 million deal, Houston Chronicle (July 3, 2001). 
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On-purpose MTBE production will either convert to alternate products or shutdown,” 12 

Enron’s MTBE Lobbying 

Not only was Enron a significant MTBE producer, it also lobbied vigorously on MTBE 
issues. According to the Financial Times, Enron Clean Fuels Company and other MTBE 
producers “revived” the Oxygenated Fuels Association (OFA), the principal pro-MTBE lobbying 
group. 13 At the time of the denial of California’s waiver request, it was reported that the OFA 
had lobbied the White House to deny the California waiver. 14 

Moreover, Enron itself lobbied on at least thirteen bills addressing MTBE. Most of these 
would have banned MTBE or allowed states to opt out of the oxygenate requirement, which 
would have substantially reduced the use of MTBE and allowed it to be phased out. 15 In 
addition, Enron lobbied on related issues such as tax credits for ethanol and alternative fuel 
vehicles. 

While it is impossible to identify the amounts that Enron spent on MTBE lobbying versus 
other lobbying activities, Enron reported spending over $1.5 million on lobbying activities in 
2000, and over S2.9 million in the first six months of 2001. 

Requests for Information 

In order to understand the role played by Enron in the decision to deny California’s 
MTBE waiver, I request that you provide the following information: 

% Did you, any other person in your Office, or to your knowledge any other official in the 

Administration have any communications with Mr. Lay or any other Enron or OFA 


n Markei put out by shutdowns, Chemical Market Reporter (April 2, 2001). 

>3 Bills may pave way for rise in ethanol output. Financial Times (December 20, 2001). 

' A Gas Prices at Stake in State's Ethanol Feud Policy: Agriculture vs. oil as California 
seeks a waiver on corn-based additive, Los Angeles Times (May 4,2001). 

l5 See Lobbying Reports filed with the Clerk of the House of Representatives for lobbyists 
retained or employed by Enron for the years 2000 and 2001. Specific bills listed are: S. 2233, 
H.R. 3536, H.R. 4011, H.R. 4120, S. 1037, S. 2723, H.R. 11, H.R. 1367, H.R. 1368, H.R. 1705, 
S. 645, H.R. 4303; H.R. 3798, Entities lobbied include: the Council on Environmental Quality; 
the Department of Energy; the Department of Interior; the Environmental Protection Agency; the 
U.S. House of Representatives; and the U.S. Senate. 
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officials or representatives regarding the issue of California’s waiver request or 
issues relating to MTBE? 

2. For each communication identified in question 1, please provide the names of the persons 
involved, the dates of the communication, the form of communication, a summary of the 
information exchanged or matters discussed during the communication, and copies of any 
written materials or electronic communications provided by Enron or OF A or their 
representatives. 

I request that you respond to this letter by May 17, 2002. Thank you for your attention to 
this matter. 


Sincerely, 

HoHry A. Waxman ' 
Member of Congress 
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Congress of tfje ®niteb States 
House of ixepresctitnfiues 
Wastjmgton, ®€ 20515-0529 

HENRY A- WAX MAN 
29th District, California 

April 23, 2002 


SENIOR DEMOCRATIC MEMBER 
COMMITTEE ON GOVERNMENT 
REFORM 

MEMBER 

COMMITTEE ON ENERGY AND 
COMMERCE 


Mr. Mitchell E. Daniels, Jr. 
Director 

Office of Management and Budget 
Washington, DC 20503 


Dear Director Daniels: 


One of the first decisions of the Bush Administration was to deny California’s request for 
a waiver from the federal reformulated gasoline oxygenate requirement. This decision was a 
surprise to many, as it reversed the experts at EPA and ignored the bipartisan support for the 
waiver from California’s delegation. It is expected that this decision will balkanize Western fuel 
supplies and result in worse air quality and higher gasoline costs for consumers in California. 

Although it has not been widely known, the Enron Corporation had a significant financial 
stake in the MTBE industry, and a recent review of lobbying disclosure records reveals that 
Enron lobbied on this issue. Details have not yet been released on many of Enron’s contacts with 
the Administration, but Enron’s influence within the Administration appears to have been 
substantial. Additionally, as a member of the Administration’s transition team, Enron’s CEO 
Ken Lay was in a prime position to influence early Administration decisions such as this one. I 
am writing to request that you provide all relevant information regarding whether Mr. Lay or any 
other representative of Enron had a role in the Administration’s decision to deny California’s 
waiver request. 


The Waiver Denial 


As you know, California Governor Gray Davis in April 1999 requested the waiver of the 
oxygenate requirement of the reformulated gasoline provisions of the Clean Air Act in order to 
facilitate California’s phase out of the fuel additive methyl tertiary butyl ether (MTBE). He took 
this action because MTBE has contaminated groundwater throughout California. 

The state of California provided exhaustive scientific information in support of the 
waiver. After a lengthy review, EPA’s technical and professional staff concluded that a waiver 
of the relevant part of the oxygenate standard was indeed technically warranted and legally 
justified. 

In fact, EPA prepared a proposed rule granting the needed partial waiver. EPA stated: 

We conclude that compliance with the 2.0 weight percent oxygen content 
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requirement... would interfere with attainment of the [national ambient air 
quality standards] for ozone and [particulate matter]. 1 

EPA stated further that the waiver would allow “the flexibility for the state to achieve the 
greatest additional NOx reductions possible.” 2 

California’s request for a waiver had broad bipartisan support within California. On 
April 6, 2001, every member of the California House delegation requested that the 
Administration grant California’s waiver request. However, the waiver request was opposed by 
several industries. The most visible opponent was the ethanol industry. The MTBE industry also 
opposed the waiver. 

On June 12, 2001, the Administration decided to deny the waiver request, reversing 
EPA’s previous determination that a partial waiver was warranted. This decision imposed large 
costs on California. The state of California has estimated that denying the waiver would cost the 
state an additional $450 million each year. 3 In fact, the Governor of California notified Members 
of Congress an February 26, 2002, that historical evidence indicated that banning MTBE without 
a waiver of the federal oxygenate mandate could result in a doubling of the price of gasoline. 4 To 
avoid this result, the Governor announced a one-year delay in the banning of MTBE on March 
14, 2002.“ 


Enron and MTBE 


It is well know that the decision by the Bush Administration to deny California’s waiver 
benefitted the ethanol industry. It is much less known, however, that the decision to deny the 
waiver also provided a significant benefit to Enron and other MTBE producers. But in fact, this 
is just what has happened. Once California’s oxygenate waiver was denied, some in industry 


‘EPA, Regulation of Fuel and Fuel Additives: Waiver of the Reformulated Gasoline 
Oxygen Content Requirement for California Covered Areas, Draft Notice of Proposed 
Rulemaking at 16, (Jan. 2001 [(available online at 
http://www.house.gov/reform/min/inves_energy/index.htm). 

2 ld. At 21. 

“Statement by Governor Gray Davis on Bush Administration Denial of California’s 
Oxygenate Waiver Request (June 12, 2001). 

"Letter from Gov. Gray Davis to Sen. Tom Daschle (Feb. 26, 2002). 

“Executive Order D-52-02 by the Governor of the State of California (March 14,2002), 
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publicly predicted that California would have no choice but to permit the continued use of MTBE 
in reformulated gasoline in California. 6 This prediction turned out to be true, and the pro-MTBE 
lobby hailed California’s decision to continue to allow the use of MTBE for an additional year. 7 

Enron was one of the beneficiaries of the waiver denial because it is involved in many 
aspects of the MTBE industry. MTBE is made from methanol, which is produced from natural 
gas. Enron had its roots as a natural gas company, and it also owned methanol plants. For 
example, Enron owned a plant in La Porte, Texas, with a 400,000 barrel per day capacity for 
producing methanol. 8 In addition, Enron’s Morgan’s Point plant produced MTBE and was, in 
fact, one of the largest MTBE plants of its type. 9 Enron also traded MTBE profitably. 10 

In July 2001, Enron sold the Morgan’s Point MTBE plant and accompanying pipeline to 
EOTT Energy Partners (whose general partner is a wholly-owned subsidiary of Enron) for 
approximately $120 million. EOTT signed a 10-year agreement to sell the production from the 
MTBE plant to Enron, with a 10-year storage and transportation agreement for the use of the 
storage facility and pipelines. Under this agreement Enron agreed to provide the feedstock and 
take the plant's output, paying EOTT a fee for producing the fuel additive. Thus, Enron retained 
a strong financial interest in the continued use of MTBE. 11 

Enron’s financial interest was threatened by California’s phase out of MTBE, as well as 
efforts in Congress to ban MTBE nationally. According to Chemical Market Associates, Inc. 
(CMAI), “[i]f the phase-out scenario goes ahead, CMAI expects around 7 [million] tonne/year of 
MTBE capacity will be shutdown, with inevitable repercussions on the US methanol industry. 


‘’California Could Delay MTBE Deadline, Chemical Market Reporter (December 17, 

2001 ). 


’Oxygenated Fuels Association, Press Release, OFA Welcomes Davis Delay of MTBE 
Ban (March 15, 2002). 

% Enron Restarts MTBE Plant, The Oil Daily (April 16, 2001). 

’’EOTT buys MTBE plant from Enron /Natural gas storage facility, pipelines also part of 
$120 million deal, Houston Chronicle (July 3, 2001). 

w E.g ., Gulf MTBE Prices Hold up as Big Traders Bat Barrels Around, Oxy-Fuel News 
(May 21, 2001). 

n EOTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part 
of $120 million deal, Houston Chronicle (July 3,2001). 
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On-purpose MTBE production will either convert to alternate products or shutdown.” 12 

Enron’s MTBE Lobbying 

Not only was Enron a significant MTBE producer, it also lobbied vigorously on MTBE 
issues. According to the Financial Times, Enron Clean Fuels Company and other MTBE 
producers “revived" the Oxygenated Fuels Association (OFA), the principal pro-MTBE lobbying 
group. 13 At the time of the denial of California’s waiver request, it was reported that the OFA 
had lobbied the White House to deny the California waiver. 14 

Moreover, Enron itself lobbied on at least thirteen bills addressing MTBE. Most of these 
would have banned MTBE or allowed states to opt out of the oxygenate requirement, which 
would have substantially reduced the use of MTBE and allowed it to be phased out. 15 In 
addition, Enron lobbied on related issues such as tax credits for ethanol and alternative fuel 
vehicles. 

While it is impossible to identify the amounts that Enron spent on MTBE lobbying versus 
other lobbying activities, Enron reported spending over $1.5 million on lobbying activities in 
2000, and over $2.9 million in the first six months of 2001. 

Requests for Information 

In order to understand the role played by Enron in the decision to deny California’s 
MTBE waiver, I request that you provide the following information: 

1. Did you, any other person in your Office, or to your knowledge any other official in the 
Administration have any communications with Mr. Lay or any other Enron or OFA 


n Market put out by shutdowns, Chemical Market Reporter (April 2, 2001). 

n Bills may pave way for rise in ethanol output, Financial Times (December 20, 2001). 

14 Gas Prices at Stake in State's Ethanol Feud Policy: Agriculture vs. oil as California 
seeks a waiver on corn-based additive, Los Angeles Times (May 4, 2001). 

u See Lobbying Reports filed with the Clerk of the House of Representatives for lobbyists 
retained or employed by Enron for the years 2000 and 2001. Specific bills listed are: S. 2233, 
H.R. 3536, H.R. 4011, H.R. 4120, S. 1037, S. 2723, H.R. 11, H.R. 1367, H.R. 1368, H R. 1705, 
S. 645, H.R, 4303; H.R. 3798. Entities lobbied include: the Council on Environmental Quality; 
the Department of Energy; the Department of Interior; the Environmental Protection Agency; the 
U.S. House of Representatives; and the U.S. Senate. 
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officials or representatives regarding the issue of California’s waiver request or 
issues relating to MTBE? 

2. For each communication identified in question 1, please provide the names of the persons 
involved, the dates of the communication, the form of communication, a summary of the 
information exchanged or matters discussed during the communication, and copies of any 
written materials or electronic communications provided by Enron or OFA or their 
representatives. 

I request that you respond to this letter by May 17, 2002. Thank you for your attention to 
this matter. 


Sincerely, 

Henry A.waxman 
Member of Congress 
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2204 Rayburn House Office Buildinc- 
WaShinGtOn, DC 20515-052S 
1202) 225-3976 


Los Angeles, CA 90048-4183 
(323) 651-1040 


Congress of tfje Hntteb States 

Spouse of ixEprcBtntatibfS 
WJasijtngton, SC 20515-0529 
HENRY A. WAXMAN 

29th District, California 

April 23, 2002 


SENIOR DEMOCRATIC MEMBER 
COMMITTEE ON GOVERNMENT 
REFORM 

MEMBER 

COMMITTEE ON ENERGY AND 
COMMERCE 


The Honorable Spencer Abraham 
Secretary 

Department of Energy 
1000 Independence Ave., SW 
Washington, DC 20585 


Dear Secretary Abraham: 


One of the first decisions of the Bush Administration was to deny California’s request for 
a waiver from the federal reformulated gasoline oxygenate requirement. This decision was a 
surprise to many, as it reversed the experts at EPA and ignored the bipartisan support for the 
waiver from California’s delegation. It is expected that this decision will balkanize Western fuel 
supplies and result in worse air quality and higher gasoline costs for consumers in California. 

Although it has not been widely known, the Enron Corporation had a significant financial 
stake in the MTBE industry, and a recent review of lobbying disclosure records reveals that 
Enron lobbied on this issue. Details have not yet been released on many of Enron’s contacts with 
the Administration, but Enron’s influence within the Administration appears to have been 
substantial. Additionally, as a member of the Administration’s transition team, Enron’s CEO 
Ken Lay was in a prime position to influence early Administration decisions such as this one. I 
am writing to request that you provide all relevant information regarding whether Mr. Lay or any 
other representative of Enron had a role in the Administration’s decision to deny California’s 
waiver request. 


The Waiver Denial 


As you know, California Governor Gray Davis in April 1999 requested the waiver of the 
oxygenate requirement of the reformulated gasoline provisions of the Clean Air Act in order to 
facilitate California’s phase out of the fuel additive methyl tertiary butyl ether (MTBE). He took 
this action because MTBE has contaminated groundwater throughout California. 

The state of California provided exhaustive scientific information in support of the 
waiver. After a lengthy review, EPA’s technical and professional staff concluded that a waiver 
of the relevant part of the oxygenate standard was indeed technically warranted and legally 
justified. 

In fact, EPA prepared a proposed rule granting the needed partial waiver. EPA stated: 

We conclude that compliance with the 2.0 weight percent oxygen content 
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requirement... would interfere with attainment of the [national ambient air 
quality standards] for ozone and [particulate matter]. 1 

EPA stated further that the waiver would allow “the flexibility for the state to achieve the 
greatest additional NOx reductions possible.” 2 

California’s request for a waiver had broad bipartisan support within California. On 
April 6, 2001, every member of the California House delegation requested that the 
Administration grant California’s waiver request. However, the waiver request was opposed by 
several industries. The most visible opponent was the ethanol industry. The MTBE industry also 
opposed the waiver. 

On June 12, 2001, the Administration decided to deny the waiver request, reversing 
EPA’s previous determination that a partial waiver was warranted. This decision imposed large 
costs on California. The state of California has estimated that denying the waiver would cost the 
state an additional $450 million each year. 3 In fact, the Governor of California notified Members 
of Congress on February 26, 2002, that historical evidence indicated that banning MTBE without 
a waiver of the federal oxygenate mandate could result in a doubling of the price of gasoline/ To 
avoid this result, the Governor announced a one-year delay in the banning of MTBE on March 
14,2002. 5 


Enron and MTBE 


It is well know that the decision by the Bush Administration to deny California’s waiver 
benefitted the ethanol industry. It is much less known, however, that the decision to deny the 
waiver also provided a significant benefit to Enron and other MTBE producers. But in fact, this 
is just what has happened. Once California’s oxygenate waiver was denied, some in industry 


’EPA, Regulation of Fuel and Fuel Additives: Waiver of the Reformulated Gasoline 
Oxygen Content Requirement for California Covered Areas, Draft Notice of Proposed 
Rulemaking at 16, (Jan. 2001)(available online at 
http://www.house.gov/reform/min/inves_energy/index.htm). 

2 ld. At 21. 

3 Statement by Governor Gray Davis on Bush Administration Denial of California’s 
Oxygenate Waiver Request (June 12, 2001). 

‘Letter from Gov. Gray Davis to Sen. Tom Daschle (Feb. 26, 2002). 

’Executive Order D-52-02 by the Governor of the State of California (March 14,2002). 
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publicly predicted that California would have no choice but to permit the continued use of MTBE 
in reformulated gasoline in California. 6 This prediction turned out to be true, and the pro-MTBE 
lobby hailed California’s decision to continue to allow the use of MTBE for an additional year. 7 

Enron was one of the beneficiaries of the waiver denial because it is involved in many 
aspects of the MTBE industry. MTBE is made from methanol, which is produced from natural 
gas. Enron had its roots as a natural gas company, and it also owned methanol plants. For 
example, Enron owned a plant in La Porte, Texas, with a 400,000 barrel per day capacity for 
producing methanol. 8 In addition, Enron’s Morgan’s Point plant produced MTBE and was, in 
fact, one of the largest MTBE plants of its type. 5 Enron also traded MTBE profitably. 10 

In luly 2001, Enron sold the Morgan’s Point MTBE plant and accompanying pipeline to 
EOTT Energy Partners (whose general partner is a wholly-owned subsidiary of Enron) for 
approximately $120 million. EOTT signed a 10-year agreement to sell the production from the 
MTBE plant to Enron, with a 10-year storage and transportation agreement for the use of the 
storage facility and pipelines. Under this agreement Enron agreed to provide the feedstock and 
take the plant's output, paying EOTT a fee for producing the fuel additive. Thus, Enron retained 
a strong financial interest in the continued use of MTBE. 11 

Enron’s financial interest was threatened by California’s phase out of MTBE, as well as 
efforts in Congress to ban MTBE nationally. According to Chemical Market Associates, Inc. 
(CMAI), “[i]f the phase-out scenario goes ahead, CMAI expects around 7 [million] tonne/year of 
MTBE capacity will be shutdown, with inevitable repercussions on the US methanol industry. 


6 California Could Delay MTBE Deadline , Chemical Market Reporter (December 17, 

2001 ). 


’Oxygenated Fuels Association, Press Release, OFA Welcomes Davis Delay of MTBE 
Ban (March 15, 2002). 

% Enron Restarts MTBE Plant, The Oil Daily (April 16, 2001). 

9 EOTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part of 
$120 million deal, Houston Chronicle (July 3,2001). 

m E.g., Gulf MTBE Prices Hold up as Big Traders Bat Barrels Around, Oxy-Fuel News 
(May 21,2001). 

11 EOTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part 
of $120 million deal, Houston Chronicle (July 3, 2001). 
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On-purpose MTBE production will either convert to alternate products or shutdown.” 12 

Enron’s MTBE Lobbying 

Not only was Enron a significant MTBE producer, it also lobbied vigorously on MTBE 
issues. According to the Financial Times, Enron Clean Fuels Company and other MTBE 
producers “revived” the Oxygenated Fuels Association (OFA), the principal pro-MTBE lobbying 
group. 13 At the time of the denial of California’s waiver request, it was reported that the OFA 
had lobbied the White House to deny the California waiver. 14 

Moreover, Enron itself lobbied on at least thirteen bills addressing MTBE. Most of these 
would have banned MTBE or allowed states to opt out of the oxygenate requirement, which 
would have substantially reduced the use of MTBE and allowed it to be phased out. 15 In 
addition, Enron lobbied on related issues such as tax credits for ethanol and alternative fuel 
vehicles. 

While it is impossible to identify the amounts that Enron spent on MTBE lobbying versus 
other lobbying activities, Enron reported spending over $1.5 million on lobbying activities in 
2000, and over $2.9 million in the first six months of 2001. 

Requests for Information 

In order to understand the role played by Enron in the decision to deny California’s 
MTBE waiver, I request that you provide the following information: 

1. Did you, any other person in your Department, or to your knowledge any other official in 

the Administration have any communications with Mr. Lay or any other Enron or OFA 


12 Market put out by shutdov/ns , Chemical Market Reporter (April 2, 2001). 

a Bills may pave way for rise in ethanol output. Financial Times (December 20,2001). 

u Gas Prices at Stake in State’s Ethanol Feud Policy: Agriculture vs. oil as California 
seeks a waiver on corn-based additive, Los Angeles Times (May 4, 2001). 

' 5 See Lobbying Reports filed with the Clerk of the House of Representatives for lobbyists 
retained or employed by Enron for the years 2000 and 2001. Specific bills listed are: S. 2233, 
H.R. 3536, H.R. 4011, H.R. 4120, S. 1037, S. 2723, H.R. 11,H.R. 1367, H.R. 1368, H.R. 1705, 
S. 645, H.R. 4303; H.R. 3798. Entities lobbied include: the Council on Environmental Quality; 
the Department of Energy; the Department of Interior; the Environmental Protection Agency; the 
U.S. House of Representatives; and the U.S. Senate. 
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officials or representatives regarding the issue of California’s waiver request or 
issues relating to MTBE? 

2, For each communication identified in question 1, please provide the names of the persons 
involved, the dates of the communication, the form of communication, a summary of the 
information exchanged or matters discussed during the communication, and copies of any 
written materials or electronic communications provided by Enron or OFA or their 
representatives. 

I request that you respond to this letter by May 17, 2002. Thank you for your attention to 
this matter. 


Sincerely, 



Member of Congress 
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Energy investments likely to boost supplies 
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New York Times 

Energy investments likely to boost supplies 

Industry activity seen even as Bush prepares call for less 
regulation 

By JOSEPH KAHN AND JEFF GERTH 

New York Times 

Sunday, May 13, 2001 

Washington -- The energy industry is drilling for natural gas, 
building gas pipelines and constructing power plants at an 
unprecedented pace as companies respond to high energy prices by 
significantly boosting investment. 

The intense activity comes as President Bush prepares to unveil a 
national strategy to address what he has called an energy crisis. The 
policy is expected to emphasize streamlining of regulations, many of 
them intended to protect the environment, that Bush administration 
officials say have caused an alarming gap in energy supplies. 

Vice President Dick Cheney, who leads the task force charged with 
drafting the energy plan, has cited a litany of statistics -- a 
shortage of refineries, power plants, natural gas pipelines and other 
energy resources and infrastructure -- to warn of a trend toward 
supply shortages. The solution, he says, is urgent government action. 

But the latest statistics from government and industry analysts 
show the energy industry shifting into high gear, investing heavily 
in areas that were seen as unattractive just a few years ago. Thus 
even before the government has eased any regulations, even as high 
energy prices create a sense of crisis in Washington, the investment 
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boom promises a cyclical increase in supplies that is expected to 
stabilize or reduce prices in coming months, many industry executives 
and private analysts say. 

"Prices go up, and we start drilling," says Jerry Jordan, whose 
company in Columbus, Ohio, plans to dig 10 to 20 natural gas wells 
this year. Washington has a role to play, Jordan said, in opening 
restricted land for gas exploration down the road. For now, he says, 
there is plenty of natural gas available, and "we're going to get it 
to the market." 

Adding capacity 

Big oil companies plan to invest about $41 billion to expand 
natural gas supplies this year, while new drilling rigs in operation 
have hit an all-time high of 955. That is indicative of what is going 
on broadly in the industry. 

Power companies, reacting to high electricity prices in California 
and elsewhere, plan to add 90,000 megawatts of electricity generating 
capacity in the next 18 months, one industry estimate says. That is 
nearly one-fourth of what the Department of Energy says is needed to 
meet growth in demand through 2020. 

Rising natural gas demand has prompted companies to build 
transportation pipelines at a frenzied pace. The federal Energy 
Information Administration says 1,895 miles of new pipelines were 
added last year. It expects companies to complete 4,300 miles this 
year and 4,650 miles next year, record increases in capacity. 

Bush said Friday that gasoline prices were high because 
refineries, which administration officials said had been hobbled by 
environmental laws, could not increase output. "The reason why we 
have problems at the gas pump is that we have not built any more 
refineries," Bush said. 

While some experts agree with Bush, others on Wall Street see it 
differently. Several investment analysts recently downgraded the 
stocks of refining companies because they have produced so much gas 
recently, possibly sending prices south by midsummer. 

Bush and Cheney often have cited high prices as evidence that the 
industry cannot meet demand because regulations make it too hard to 
increase supply. Industry officials have applauded the focus on 
streamlining regulations that they consider costly to comply with. 

But many acknowledge that those complaints have little to do with the 
price of gas today. 
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Politics overtakes markets 

The reality of energy markets has gotten lost "in the politics of 
the moment, 11 says Ken Cohen, vice president of public affairs for 
Exxon Mobil Corp. in Irving, Texas. The company would like to see 
environmental regulations become more predictable, he said. "But the 
market isn't broken. If you let the markets work, the markets will 
clear," or meet demand. 

Jay Hakes, who until recently was director of the Energy 
Information Administration in Washington, said that the recent surge 
in activity by energy companies shows there is no chronic supply 
deficit. The problem. Hakes said, is not that companies cannot 
respond to demand, but that newly deregulated energy companies, 
denied the certainty of earning a return on investments that state 
and federal regulators once provided, tend to respond all too 
rapidly. 

Oil, gas, pipeline and utility companies shelved investment plans 
and shuttered operations when energy prices slumped in the 1990s. 

Demand growth accelerated by the late 1990s, prompting companies to 
embark on a fresh investment binge that is starting to close the gap 
today. 

"Washington seems bereft of solutions to the real energy problem," 

Hakes said. "Deregulation cut the fat out of the system and left 
people vulnerable to very volatile markets." 

Hakes said that the government's toughest task is finding a way to 
buffer the swings between surplus and scarcity. He said such policies 
might use the Strategic Petroleum Reserve to reduce oil market 
gyrations. Another possible role for the government would be to offer 
refiners and electricity providers a tax incentive to build extra 
capacity that could come on line when supplies are short. 

To date, the Bush administration has argued strongly against 
market intervention, especially when it comes to deregulated 
electricity and natural gas prices. 

Yet while the Bush team rules out any action on prices, it treats 
supply shortages as a national emergency requiring prompt attention. 

It was a failure of government policy, especially the spread of 
environmental restrictions, that has left Americans vulnerable to 
what "Californians are experiencing now, or worse," as Cheney said 
late last month. 

Industry executives have been pressing for years to get relief 
from environmental laws -- notably the Clean Air Act and land-use 
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restrictions. But such regulations are viewed by many executives as 
nuisances rather than as barriers to meeting demand. 

Refineries have to satisfy dozens of fuel-grade standards that 
states set to meet federal pollution-control goals, impinging on 
economies of scale. Environmental laws and '’not in my backyard" 
attitudes also make it difficult to build a new refinery, although no 
companies in recent years have tried to do so. 
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Upgraded Gas Tanks Are Still Leaking 
BYLINE: SEEMA MEHTA, TIMES STAFF WRITER 

BODY: 

After the federal government ordered gas stations nationwide to replace underground tanks 
that were leaking a possible carcinogen into the ground water, state officials now find many of 
. the new tanks also leak. 

Environmentalists say the newly discovered leaks bolster their arguments that Gov. Gray 
Davis should not delay phasing out the use of the gasoline additive MTBE, Davis has been 
considering putting off the ban, which is supposed to take effect Dec. 31. 

Preliminary results of a state study found that two-thirds of the upgraded tanks and pipes 
tested in Yolo and Sacramento counties are leaking MTBE. In Orange, Riverside and San 
Bernardino counties, water officials found that of 60 new double-sided tanks they monitored, a 
third are still leaking gasoline. In addition, some built-in sensors supposed to warn them 
about leakage aren't working. 

In the Silicon Valley, at least 40% of tested new tanks are releasing MTBE. At one station in 
San lose, vapor leakage resulted in 2,000 pounds of MTBE contaminating soil and ground 
water. 

"MTBE is a very significant threat to the ground water, not only in our county but across the 
state," said Jim Crowley, a specialist on the tanks who works for the Santa Clara Valley Water 
District. "The underground storage-tank systems don't appear to be able to contain MTBE." 

Leakage Problem Is Widespread in State 

The U.S. Environmental Protection Agency has heard of similar reports from other states, 
including Florida and South Carolina, said Sammy Ng, deputy director of the EPA’s office of 
underground storage tanks. But the agency is watching California closely because the problem 
has been found to be so widespread in the state. 

MTBE, or methyl tertiary butyl ether, was first added to gasoline more than two decades ago 
to reduce air pollution, and Its use became widespread in the early 1990s. It initially appeared 
| to be a silver bullet—a cheap additive that makes gas burn cleaner without harmful side 
effects. 

Further study, however, found that MTBE is a suspected carcinogen that spreads quickly 
through the soil and ground water and that even in small amounts can make drinking water 
smell like turpentine. To stem the seepage, oil companies replaced single-wailed tanks and 
pipes with double-walled equipment and added sensors. By 1998, under federal order, nearly 
all of the tanks had been replaced. 

"That was supposed to cure the problem," said Ken Williams, chief of the underground 
storage-tank section at the Santa Ana Regional Water Quality Control Board, which enforces 
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clean-water laws in parts of Orange, Riverside and San Bernardino counties. 

He and other water experts don’t know exactly how the gasoline is still escaping. But growing 
contamination levels in the soil around the tanks indicate it is indeed escaping. 

Ng believes the cuiprits are the vents and pipes that connect the tanks to the gas pumps, 
rather than the tanks themselves. "There’s a lot of piping, a lot of joints. Any time the earth 
moves, you may have cracks and leaks," he said. 

Carotin Keith, spokeswoman for Exxon Mobil Carp., said this is the first she has heard that 
upgraded tanks or pipes are leaking. "As a matter of course, any soil or ground-water 
contamination that results from a leak in our equipment, we are both obligated and committed 
to cleaning up,” she said, 

MTBE contamination in soil and water nationwide is going to cost at least $29 billion to clean 
up, according to a study commissioned by Santa Monica and several other cities. And new 
contamination sites continue to be discovered. In January, officials announced that a plume of 
tainted ground water has moved close to a well that produces drinking water for 17,000 
homes in Rialto, Fontana, Colton and Bloomington. 

Officials believe the problem is far more widespread than reports indicate. Many gas station 
owners do not realize their tanks are leaking, and one common testing method might allow 
the MTBE to decompose before it can be analyzed. 

Environmentalists say this is exactly why Davis must not delay the planned phaseout of 

MTBE. 

Davis Concerned About Gas Shortages, Prices 

In 1999, Davis declared the gasoline additive a threat to the environment and ordered that its 
use in gasoline be phased out of California by this coming December. But last month, he 
announced he may delay the phaseout because it could create a gasoline shortage or drive up 
prices, A final decision is expected in early April, 

Bill Rukeyser, deputy secretary of Cal-EPA, a state environmental agency, said Davis will 
consider the environmental ramifications as well as the economic consequences when making 
his final decision. 

He said the number of leaking tanks has decreased in recent years and the equipment, though 
imperfect, is much improved. 

He reiterated, though, that the Davis administration is not backing off from eliminating MTBE 
use. 

"No matter how good the equipment and operators become ... we are not going to reach a 
situation where we have achieved perfection and where MTBE ceases to be a hazard to 
California's water supply," Rukeyser said. 

ffewhen MTBE is banned, gasoline makers will have to switch to ethanol as an additive. 

p||. 

■ But the Davis administration has said the state still lacks a way to transport ethanol within the 
state. In addition, terminals and refineries need to be retrofitted for the new additive. 

Davis is considering adjusting "the timetable somewhat to make sure that the transition away 
p? from MTBE is smooth and doesn't resuit in shocks to the system in the form of either outright 
shortages and/or gas price hikes," Rukeyser said. 

\ Environmentalists say such a decision would be extremely shortsighted. 
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"We strongly believe that allowing MTBE to remain in gasoline will lead to additional 
contamination of ground water and add billions of dollars to an already staggering cleanup 
^Qj-bill," wrote Marguerite Young, the California director of environmental group Clean Water 
!||f Action, in a letter Friday to Davis. 


Times staff writer Deborah Schoch contributed to this report. 

GRAPHIC: GRAPHIC: Underground Storage CREDIT: Los Angeles Times PHOTO: Josh 
Harrison of Lake Forest fuels his car Friday at a Unocal station in Costa Mesa. MTBE became a 
common additive in the 1990s. PHOTOGRAPHER: Photos by FRANCINE ORR/Los Angeles 
Times PHOTO: Liz Beauregard of Huntington Beach pumps gas. Many station owners do not 
realize their tanks are leaking, and one common testing method might allow MTBE to 
decompose before it can be analyzed. PHOTOGRAPHER: Photos by FRANCINE ORR/Los 
Angeles Times 

LOAD-DATE: March 9, 2002 

«< prev Document 3 of 469 next >• 


About LexisNexis™ | Terms and Conditions | Privacy Policy | Support Identifier 
Copyright © 2002 LexisNexis, a division of Reed Elsevier Inc. All rights reserved. 


3 of 3 


5/2/02 3:48 PM 



296 


The Blue Ribbon Panel on Oxygenates in Gasoline 


Executive Summary and Recommendations 

Final, July 27,1999 


Introduction 

The Federal Reformulated Gasoline Program (RFG) established in the Clean Air Act 
Amendments of 1990, and implemented in 1995, has provided substantial reductions in the 
emissions of a number of air pollutants from motor vehicles, most notably volatile organic 
compounds (precursors of ozone), carbon monoxide, and mobile-source air toxics (benzene, 1,3- 
butadiene, and others), in most cases resulting in emissions reductions that exceed those required 
by law. To address its unique air pollution challenges, California has adopted similar but more 
stringent requirements for California RFG. 

The Clean Air Act requires that RFG contain 2% oxygen, by weight. Over 85% of RFG 
contains the oxygenate methyl tertiary butyl ether (MTBE) and approximately 8% contains 
ethanol - a domestic fuel-blending stock made from grain and potentially from recycled biomass 
waste. There is disagreement about the precise role of oxygenates in attaining the RFG air 
quality benefits although there is evidence from the existing program that increased use of 
oxygenates results in reduced carbon monoxide emissions, and it appears that additives 
contribute to reductions in aromatics in fuels and related air benefits. It is possible to formulate 
gasoline without oxygenates that can attain similar air toxics reductions, but less certain that, 
given current federal RFG requirements, all fuel blends created without oxygenates could 
maintain the benefits provided today by oxygenated RFG. 

At the same time, the use of MTBE in the program has resulted in growing detections of 
MTBE in drinking water, with between 5% and 10% of drinking water supplies in high 
oxygenate use areas' showing at least detectable amounts of MTBE. The great majority of these 
detections to date have been well below levels of public health concern, with approximately one 
percent rising to levels above 20 ppb. Detections at lower levels have, however, raised consumer 
taste and odor concerns that have caused water suppliers to stop using some water supplies and to 


Areas using RFG (2% by weight oxygen) and/or Oxyfuel (2.7% by weight Oxygen) 
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incur costs of treatment and remediation. The contaminated wells include private wells that are 
less well protected than public drinking water supplies and not monitored for chemical 
contamination. There is also evidence of contamination of surface waters, particularly during 
summer boating seasons. 

The major source of groundwater contamination appears to be releases from underground 
gasoline storage systems (UST). These systems have been upgraded over the last decade, likely 
resulting in reduced risk of leaks. However, approximately 20% of the storage systems have not 
yet been upgraded, and there continue to be reports of releases from some upgraded systems, due 
to inadequate design, installation, maintenance, and/or operation. In addition, many fuel storage 
systems (e.g. farms, small above-ground tanks) are not currently regulated by U.S. EPA. Beyond 
groundwater contamination from UST sources, the other major sources of water contamination 
appear to be small and large gasoline spills to ground and surface waters, and recreational water 
craft - particularly those with older motors - releasing unbumed fuel to surface waters. 

The Blue Ribbon Panel 

In November, 1998, U.S. EPA Administrator Carol M. Browner appointed a Blue Ribbon 
Panel to investigate the air quality benefits and water quality concerns associated with 
oxygenates in gasoline, and to provide independent advice and recommendations on ways to 
maintain air quality while protecting water quality. The Panel, which met six times from January 
- June, 1999, heard presentations in Washington, the Northeast, and California about the benefits 
and concerns related to RFG and the oxygenates; gathered the best available information on the 
program and its effects; identified key data gaps; and evaluated a series of alternative 
recommendations based on their effects on: 

- air quality 

- water quality 

stability of fuel supply and cost 

The Findings and Recommendations of the Blue Ribbon Panel 

Findings Based on its review of the issues, the Panel made the following overall findings: 

• The distribution, use, and combustion of gasoline poses risks to our environment 
and public health. 

• RFG provides considerable air quality improvements and benefits for millions of 
US citizens. 


The use of MTBE has raised the issue of the effects of both MTBE alone and 
MTBE in gasoline. This panel was not constituted to perform an independent 
comprehensive health assessment and has chosen to rely on recent reports by a 
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nuraber of state, national, and international health agencies. What seems clear, 
however, is that MTBE, due to its persistence and mobility in water, is more likely 
to contaminate ground and surface water than the other components of gasoline. 

• MTBE has been found in a number of water supplies nationwide, primarily 
causing consumer odor and taste concerns that have led water suppliers to reduce 
use of those supplies. Incidents of MTBE in drinking water supplies at levels well 
above EPA and state guidelines and standards have occurred, but are rare. The 
Panel believes that the occurrence of MTBE in drinking water supplies can and 
should be substantially reduced. 

• MTBE is currently an integral component of the U.S. gasoline supply both in 
terms of volume and octane. As such, changes in its use, with the attendant 
capital construction and infrastructure modifications, must be implemented with 
sufficient time, certainty, and flexibility to maintain the stability of both the 
complex U. S. fuel supply system and gasoline prices. 

The following recommendations are intended to be implemented as a single package of 
actions designed to simultaneously maintain air quality benefits while enhancing water quality 
protection and assuring a stable fuel supply at reasonable cost. The majority of these 
recommendations could be implemented by federal and state environmental agencies without 
further legislative action, and we would urge their rapid implementation. We would, as well, 
urge all parties to work with Congress to implement those of our recommendations that require 
legislative action. 

Recommendations to Enhance Water Protection 


Based on its review of the existing federal, state and local programs to protect, treat, and 
remediate water supplies, the Blue Ribbon Panel makes the following recommendations to 
enhance, accelerate, and expand existing programs to improve protection of drinking water 
supplies from contamination. 

Prevention 

1. EPA, working with the states, should take the following actions to enhance 
significantly the Federal and State Underground Storage Tank programs: 

a. Accelerate enforcement of the replacement of existing tank systems to 
conform with the federally-required December 22, 1998 deadline for 
upgrade, including, at a minimum, moving to have all states prohibit fuel 
deliveries to non-upgraded tanks, and adding enforcement and compliance 
resources to ensure prompt enforcement action, especially in areas using 
RFG and Wintertime Oxyfuel. 
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b. Evaluate the field performance of current system design requirements and 
technology and, based on that evaluation, improve system requirements to 
minimize leaks/releases, particularly in vulnerable areas (see 
recommendations on Wellhead Protection Program in 2. below) 

c. Strengthen release detection requirements to enhance early detection, 
particularly in vulnerable areas, and to ensure rapid repair and remediation 

d. Require monitoring and reporting of MTBE and other ethers in 
groundwater at all UST release sites 

e. Encourage states to require that the proximity to drinking water supplies, 
and die potential to impact those supplies, be considered in land-use 
planning and permitting decisions for siting of new UST facilities and 
petroleum pipelines. 

f. Implement and/or expand programs to train and license UST system 
installers and maintenance personnel. 

g. Work with Congress to examine and, if needed, expand the universe of 
regulated tanks to include underground and aboveground fuel storage 
systems that are not currently regulated yet pose substantial risk to 
drinking water supplies. 

2. EPA should work with its state and local water supply partners to enhance 

implementation of the Federal and State Safe Drinking Water Act programs to: 

a. Accelerate, particularly in those areas where RFG or Oxygenated Fuel is 
used, the assessments of drinking water source protection areas required in 
Section 1453 of the 1996 Safe Drinking Water Act Amendments. 

b. Coordinate the Source Water Assessment program in each state with 
federal and state Underground Storage Tank Programs using geographic 
information and other advanced data systems to determine the location of 
drinking water sources and to identify UST sites within source protection 
zones. 

c. Accelerate currently-planned implementation of testing for and reporting 
of MTBE in public drinking water supplies to occur before 2001. 

d. Increase ongoing federal, state, and local efforts in Wellhead Protection 
Areas including: 

enhanced permitting, design, and system installation requirements 
for USTs and pipelines in these areas; 

strengthened efforts to ensure that non-operating USTs are properly 
closed; 

- enhanced UST release prevention and detection 

- improved inventory management of fuels. 

3. EPA should work with states and localities to enhance their efforts to protect lakes 

and reservoirs that serve as drinking water supplies by restricting use of 
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recreational water craft, particularly those with older motors. 

4. EPA should work with other federal agencies, the states, and private sector 
partners to implement expanded programs to protect private well users, including, 
but not limited to: 

a. A nationwide assessment of the incidence of contamination of private 
wells by components of gasoline as well as by other common 
contaminants in shallow groundwater; 

b. Broad-based outreach and public education programs for owners and users 
of private wells on preventing, detecting, and treating contamination; 

c. Programs to encourage and facilitate regular water quality testing of 
private wells. 

5. Implement, through public-private partnerships, expanded Public Education 
programs at the federal, state, and local levels on the proper handling and disposal 
of gasoline. 

6. Develop and implement an integrated field research program into the groundwater 
behavior of gasoline and oxygenates, including; 

a. Identifying and initiating research at a population of UST release sites and 
nearby drinking water supplies including sites with MTBE, sites with 
ethanol, and sites using no oxygenate; 

b. Conducting broader, comparative studies of levels of MTBE, ethanol, 
benzene, and other gasoline compounds in drinking water supplies in areas 
using primarily MTBE, areas using primarily ethanol, and areas using no 
or lower levels of oxygenate. 

Treatment and Remediation 

7. EPA should work with Congress to expand resources available for the up-ifont 
funding of the treatment of drinking water supplies contaminated with MTBE and 
other gasoline components to ensure that affected supplies can be rapidly treated 
and returned to service, or that an alternative water supply can be provided. This 
could take a number of forms, including but not limited to: 

a. Enhancing the existing Federal Leaking Underground Storage Tank Trust 
Fund by fully appropriating the annual available amount in the Fund, 
ensuring that treatment of contaminated drinking water supplies can be 
funded, and streamlining the procedures for obtaining funding. 

b. Establishing another form of funding mechanism which ties the funding 
more directly to the source of contamination. 

c. Encouraging states to consider targeting State Revolving Funds (SRF) to 
help accelerate treatment and remediation in high priority areas. 
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8. Given the different behavior of MTBE in groundwater when compared to other 
components of gasoline, states in RFG and Oxyfuel areas should reexamine and 
enhance state and federal “triage” procedures for prioritizing remediation efforts 
at UST sites based on their proximity to drinking water supplies. 

9. Accelerate laboratory and field research, and pilot projects, for the development 
and implementation of cost-effective water supply treatment and remediation 
technology, and harmonize these efforts with other public/private efforts 
underway. 

Recommendations for Blending Fuel for Clean Air and Water 

Based on its review of the current water protection programs, and the likely progress that 
can be made in tightening and strengthening those programs by implementing Recommendations 
1 - 9 above, the Panel agreed broadly, although not unanimously, that even enhanced protection 
programs will not give adequate assurance that water supplies will be protected, and that changes 
need to be made to the RFG program to reduce the amount of MTBE being used, while ensuring 
that the air quality benefits of RFG, and fuel supply and price stability, are maintained. 

Given the complexity of the national fuel system, the advantages and disadvantages of 
each of the fuel blending options the Panel considered (see Appendix A), and the need to 
maintain the air quality benefits of the current program, the Panel recommends an integrated 
package of actions by both Congress and EPA that should be implemented as quickly as possible. 
The key elements of that package, described in more detail below, are: 

• Action agreed to broadly by the Panel to reduce the use of MTBE substantially 
(with some members supporting its complete phase out), and action by Congress 
to clarify federal and state authority to regulate and/or eliminate the use of 
gasoline additives that threaten drinking water supplies; 

• Action by Congress to remove the current 2% oxygen requirement to ensure that 
adequate fuel supplies can be blended in a cost-effective manner while quickly 
reducing usage of MTBE; and 

• Action by EPA to ensure that there is no loss of current air quality benefits. 


The Oxygen Requirement 

10. The current Clean Air Act requirement to require 2% oxygen, by weight, in RFG 
must be removed in order to provide flexibility to blend adequate fuel supplies in 
a cost-effective manner while quickly reducing usage of MTBE and maintaining 
air quality benefits. 
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The panel recognizes that Congress, when adopting the oxygen requirement, 
sought to advance several national policy goals (energy security and diversity, 
agricultural policy, etc) that are beyond the scope of our expertise and 
deliberations. 

The panel further recognizes that if Congress acts on the recommendation to 
remove the requirement, Congress will likely seek other legislative mechanisms to 
fulfill these other national policy interests. 

Maintaining Air Benefits 

11. Present toxic emission performance of RFG can be attributed, to some degree, to a 
combination of three primary factors: 1) mass emission performance 
requirements, 2) the use of oxygenates, and 3) a necessary compliance margin 
with a per gallon standard. In Cal RFG, caps on specific components of fuel is an 
additional factor to which toxics emission reductions can be attributed. 

Outside of California, lifting the oxygen requirement as recommended above may 
lead to fuel reformulations that achieve the minimum performance standards 
required under the 1990 Act, rather than the larger air quality benefits currently 
observed. In addition, changes in the RFG program could have adverse 
consequences for conventional gasoline as well. 

Within California, lifting the oxygen requirement will result in greater flexibility 
to maintain and enhance emission reductions, particularly as California pursues 
new formulation requirements for gasoline. 

In order to ensure that there is no loss of current air quality benefits, EPA should 
seek appropriate mechanisms for both the RFG Phase II and Conventional 
Gasoline programs to define and maintain in RFG II the real world performance 
observed in RFG Phase I while preventing deterioration of the current air quality 
performance of conventional gasoline. 2 

There are several possible mechanisms to accomplish this. One obvious way is to 
enhance the mass-based performance requirements currently used in the program. 
At the same time, the panel recognizes that the different exhaust components pose 
differential risks to public health due in large degree to their variable potency. 

The panel urges EPA to explore and implement mechanisms to achieve equivalent 


2 The Panel is aware of the current proposal for further changes to the sulfur levels of gasoline and recognizes that 
implementation of any change resulting from the Panel’s recommendations will, of necessity, need to be coordinated with 
implementation of these other changes. However, a majority of the panel considered the maintenance of current RFG air quality 
benefits as separate from any additional benefits that might accrue from the sulfur changes currently under consideration. 
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or improved public health results that focus on reducing those compounds that 
pose the greatest risk. 

Reducing the Use of MTBE 

12. The Panel agreed broadly that, in order to minimize current and future threats to 
drinking water, the use of MTBE should be reduced substantially. Several 
members believed that the use of MTBE should be phased out completely. The 
Panel recommends that Congress act quickly to clarify federal and state authority 
to regulate and/or eliminate the use of gasoline additives that pose a threat to 
drinking water supplies 3 . 

Initial efforts to reduce should begin immediately, with substantial reductions to 
begin as soon as Recommendation 10 above - the removal of the 2% oxygen 
requirement - is implemented 4 . Accomplishing any such major change in the 
gasoline supply without disruptions to fuel supply and price will require adequate 
lead time - up to 4 years if the use of MTBE is eliminated, sooner in the case of a 
substantial reduction (e.g. returning to historical levels of MTBE use). 

The Panel recommends, as well, that any reduction should be designed so as to 


3 U»der §21! of the 1990 Clean Air Act, Congress provided EPA with authority to regulate fttel formulation to improve 
air quality. In addition to EPA’s national authority, in §211(c)(4) Congress sought to balance the desire for maximum uniformity 
in our nation’s fuel supply with the obligation to empower states to adopt measures necessary to meet national air quality 
standards. Under §211 (c)(4), states may adopt regulations on the components of fuel, but must demonstrate that 1) their 
proposed regulations are needed to address a violation of the NAAQS and 2) it is not possible to achieve the desired outcome 
without such changes. 

The panel recommends that Federal law be amended to clarify EPA and state authority to regulate and/or eliminate 
gasoline additives that threaten water supplies. It is expected that this would be done initially on a national level to maintain 
uniformity in the fuel supply. For further action by the states, the granting of such authority should be based upon a similar two 
part test: 


1) states must demonstrate that their water resources are at risk from MTBE use, above and beyond the risk posed by 
other gasoline components at levels of MTBE use present at the time of the request. 

2) states have taken necessary measures to restrict/eliminate the presence of gasoline in the water resource. To 
maximize the uniformity with which any charges are implemented and minimize impacts on cost and fuel supply, the 
panel recommends that EPA establish criteria for state waiver requests including but not limited to: 

a. Water quality metrics necessary to demonstrate the risk to water resources and air quality metrics to 
ensure no loss of benefits from the federal RFG program. 

b. Compliance with federal requirements to prevent leaking and spilling of gasoline. 

c. Programs for remediation and response. 

d. A consistent schedule for state demonstrations, EPA review, and any resulting regulation of the 
volume of gasoline components in order to minimize disruption to the fuel supply system. 

4 Although a rapid, substantial reduction will require removal of the oxygen requirement, EPA should, in order to 
enable initial reductions to occur as soon as possible, review administrative flexibility under existing law to allow refiners who 
desire to make reductions to begin doing so. 
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not result in an increase in MTBE use in Conventional Gasoline areas. 

13. The other ethers (e.g. ETBE, TAME, and DIPE) have been less widely used and 
less widely studied than MTBE. To the extent that they have been studied, they 
appear to have similar, but not identical, chemical and hydrogeologic 
characteristics. The Panel recommends accelerated study of the health effects and 
groundwater characteristics of these compounds before they are allowed to be 
placed in widespread use. 

In addition, EPA and others should accelerate ongoing research efforts into the 
inhalation and ingestion health effects, air emission transformation byproducts, 
and environmental behavior of all oxygenates and other components likely to 
increase in the absence of MTBE. This should include research on ethanol, 
alkylates, and aromatics, as well as of gasoline compositions containing those 
components. 

14. To ensure that any reduction is adequate to protect water supplies, the Panel 
recommends that EPA, in conjunction with USGS, the Departments of 
Agriculture and Energy, industry, and water suppliers, should move quickly to: 

a. Conduct short-term modeling analyses and other research based on 
existing data to estimate current and likely future threats of contamination; 

b. Establish routine systems to collect and publish, at least annually, all 
available monitoring data on: 

use of MTBE, other ethers, and Ethanol, 

levels of MTBE, Ethanol, and petroleum hydrocarbons found in 

ground, surface and drinking water, 

trends in detections and levels of MTBE, Ethanol, and petroleum 
hydrocarbons in ground and drinking water; 

c. Identify and begin to collect additional data necessary to adequately assist 
the current and potential future state of contamination. 

The Wintertime Oxvfuel Program 

The Wintertime Oxyfuel Program continues to provide a means for some areas of the 
country to come into, or maintain, compliance with the Carbon Monoxide standard. Only a few 
metropolitan areas continue to use MTBE in this program. In most areas today, ethanol can and is 
meeting these wintertime needs for oxygen without raising volatility concerns given the season. 

15. The Panel recommends that the Wintertime Oxyfuel program be continued (a) for 
as long as it provides a useful compliance and/or maintenance tool for the affected 
states and metropolitan areas, and (b) assuming that the clarification of state and 
federal authority described above is enacted to enable states, where necessary, to 
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regulate and/or eliminate the use of gasoline additives that threaten drinking water 
supplies. 


Recommendations for Evaluating and Learning From Experience 

The introduction of reformulated gasoline has had substantial air quality benefits, but has 
at the same time raised significant issues about the questions that should be asked before 
widespread introduction of a new, broadly-used product. The unanticipated effects of RFG on 
groundwater highlight the importance of exploring the potential for adverse effects in all media 
(air, soil, and water), and on human and ecosystem health, before widespread introduction of any 
new, broadly-used, product. 

16. In order to prevent future such incidents, and to evaluate of the effectiveness and 

the impacts of the RFG program, EPA should: 

d. Conduct a full, multi-media assessment (of effects on air, soil, and water) 
of any major new additive to gasoline prior to its introduction. 

e. Establish routine and statistically valid methods for assessing the actual 
composition of RFG and its air quality benefits, including the 
development, to the maximum extent possible, of field monitoring and 
emissions characterization techniques to assess “real world” effects of 
different blends on emissions 

f. Establish a routine process, perhaps as a part of the Annual Air Quality 
trends reporting process, for reporting on the air quality results from the 
RFG program. 

g. Build on existing public health surveillance systems to measure the 
broader impact (both beneficial and adverse) of changes in gasoline 
formulations on public health and the environment. 
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Appendix A 


In reviewing the RFG program, the panel identified three main options (MTBE and other ethers, 
ethanol, and a combination of alkylates and aromatics) for blending to meet air quality 
requirements. They identified strength and weaknesses of each option: 


MTBE/other ethers A cost-effective fuel blending component that provides high octane, 

carbon monoxide and exhaust VOCs emissions benefits, and appears to 
contribute to reduction of the use of aromatics with related toxics and 
other air quality benefits; has high solubility and low biodegradability in 
groundwater, leading to increased detections in drinking water, particularly 
in high MTBE use areas. Other ethers, such as ETBE, appear to have 
similar, but not identical, behavior in water, suggesting that more needs to 
be learned before widespread use 


Ethanol An effective fuel-blending component, made from domestic grain and 

potentially from recycled biomass, that provides high octane, carbon 
monoxide emission benefits, and appears to contribute to reduction of the 
use of aromatics with related toxics and other air quality benefits; can be 
blended to maintain low fuel volatility; could raise possibility of increased 
ozone precursor emissions as a result of commingling in gas tanks if 
ethanol is not present in a majority of fuels; is produced currently 
primarily in Midwest, requiring enhancement of infrastructure to meet 
broader demand; because of high biodegradability, may retard 
biodegradation and increase movement of benzene and other hydrocarbons 
around leaking tanks. 

Blends of Alkylates Effective fuel blending components made from crude oil; alkylates 

and Aromatics provide lower octane than oxygenates; increased use of aromatics will 

likely result in higher air toxics emissions than current RFG; would 
require enhancement of infrastructure to meet increased demand; have 
groundwater characteristics similar, but not identical, to other components 
of gasoline (i.e. low' solubility and intermediate biodegradability) 
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Members of the Blue Ribbon Panel 


Dan Greenbaum, Health Effects Institute, Chair 

Mark Buehier, Metropolitan Water District, So. California 

Robert Campbell, CEO, Sun Oil 

Patricia Ellis, Hydrogeologist, Delaware Department of Natural Resources and EnYironmental 
Conservation 

Linda Greer, Natural Resources Defense Council 
Jason Grumet, NESCAUM 
Anne Happel, Lawrence Livermore Nat. Lab 
Carol Henry, American Petroleum Institute 
Michael Kenny, California Air Resources Board 
Robert Sawyer, University of California, Berkeley 
Todd Snelier, Nebraska Ethanol Board 
Debbie Starnes, Lyondell Chemical 
Ron White, American Lung Assoc. 

Federal representatives (Non-Voting): 

Robert Perciasepe, Air and Radiation, US EPA 
Roger Conway, US Dept, of Agriculture 
Cynthia Dougherty, Drinking Water, U.S. EPA 
William Farland, Risk Assessment, US EPA 
Barry McNutt, US DOE 
Margo Oge, Mobile Sources, US EPA 
Samuel Ng, Underground Tanks, US EPA 
Mary White, ATSDR 
John Zogorski, USGS 
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